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No. 4

Report of the President*
In presenting the report of your president there is prominently
in mind the words of a predecessor who was permanent chairman
of the first congress of accountants ever held in this country.
Listen:
“I feel whenever I meet my professional brethren that we
ought to exchange congratulations upon our membership in a
profession, so young, so energetic, so free from traditions that
stifle, while yet maintaining well defined principles of ethics, and
most of all so full of possibility for the employment of every
faculty of mind and heart in noble service in the field of life.
. . . To me the crowning glory of our profession is that it
must ever stand for the highest ideals in the life of the individual
and for the slow but sure evolution of society into a state where
honor and honesty shall not be mere abstractions.”
We may keep profitably these thoughts, so beautifully and
zealously stated by Mr. Sterrett, before us throughout our meet
ing, and carry them with us to our homes and business circles
with profit to our profession and to ourselves.
The duties of the presidency have not been found irksome,
although they were undertaken with feelings of sincere apprehen
sion of personal inability to meet the requirements acceptably and
worthily.
This has been due largely to the constant and wise sup
port of an executive committee whose superior it would be dif
ficult to obtain; to the faithful assistance of our secretary and
our treasurer and to the uniform willingness of our members,
with but slight exception, to serve your interests as committeemen.
* Presented at the annual meeting of the American Institute of Accountants, Cin
cinnati, Ohio, September 16, 1919.
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In the course of the year it has been our privilege to address
the state societies of Massachusetts, New York, Pennsylvania,
Virginia, Delaware and Maryland and the Pittsburgh Institute
of Accountants.
We were obliged to forego the pleasure of a trip to Okla
homa because of serious conflict with other engagements.
The principle topic of our addresses has been the individual
responsibility of each member of the institute—its existence—its
importance—a plea for its acceptance—and the splendid results
thereof indicated.
I rejoice in an incident which indicates that one, at least,
has been favorably impressed. A member has written asking to
be put at work on any of the committees and promising faith
ful service. And this incident leads me to emphasize the im
portance of attendance of committee members at the meetings
of their committees. The attendance of the executive committee
for ten meetings has been somewhat remarkable. We have eight
in all, including the secretary, who are expected to be present,
and three of these have been absent but twice, two but once, and
two not at all; and in every case of absence there have been valid
excuses and sincere regrets expressed. In another important com
mittee we frequently have been troubled to secure a quorum.
The beginning of the year found us deep in the horrible
struggle of war—the greatest this world has ever known—prob
ably the most barbarous ever known. We have had, all of us, our
part in it, with varying degrees of activity. Our members, many
of them, have been devoting their whole time working in the ser
vice of our country, some in a military, some in a civil capacity,
and the future of all, a year ago, was uncertain and critical.
Thank God, we have been victorious in war; and there seems
to be a treaty of peace in the making.
We are entering upon a period of readjustments and reorgani
zations. There never have been placed upon the public accountant
greater responsibilities, nor so varied and in such numbers, as
have been born of this war, and I believe our good reputation
has been so advanced and so extensively recognized that we may
consistently look forward to a period of even greater and more
important work in the future.
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Probably there were never before so many and such strong
temptations besetting the citizens of this country in their de
termination of net income and of balance-sheets—temptations to
twist and to turn, to magnify and to minify, in attempting to
decrease the amount of indebtedness to the government. Pro
fessed ignorance of the law’s meaning and professed inability to
understand the forms for returns prepared by government have
furnished a multitude with excuses for doubtful and wrongful
returns. Comparisons by government examiners frequently re
quire a demand for explanations, and then there comes an in
creased dependence upon the public accountant to straighten things
out. Not infrequently, this proper care results in great saving
to the taxpayer who previously had been depending only upon
his own office staff.
It is unquestionably the fact that accountants are receiving
in many cases too small compensation for their services to the
public, and in the extra preparation required for tax work it is
only just that their charges should be increased from what they
have been heretofore; but there has been noticed a disposition
by some accountants, especially some so-called “tax experts,”
whose ideals and ethics are not in keeping with those of the
profession, to adopt a practice in regard to fees which is open to
criticism.
Our minds must be set against contingent fees, so-called, as
unprofessional and reprehensible.
We repeat the expressed wish of President Davies, uttered
last year, that every reputable and qualified public accountant in
the country should be enrolled as a member of the institute.
It has not been the intention of the board of examiners nor
of the institute that such accountants should be obliged always
to pass a technical written examination. In many cases an oral
one may be substituted, which while being so conducted as to
prevent the passing of unqualified men, presents no real difficulties
to the experienced practitioner. The following is the rule govern
ing such cases:
The board of examiners in its discretion may allow any candi
date who has had five years’ practice on his own account or seven
years of experience in public accounting, who is thirty years of
age or has passed a written examination conducted by a recog
nized accounting body, to take an oral instead of a written
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examination in one or more subjects. The determination of who
shall be considered as practising public accountants shall be made
in all cases by the board of examiners.

We believe there are many practising accountants outside
our membership who can be induced to become members when
they are made to understand the great advantage which will
thereby accrue to them.
There also are instructors in accounting who are qualified
for membership with us and should be members with us. One
of the declared objects of our institute is to develop and improve
education—and another is to unite the accountancy profession
of the United States.
If there exists uncertainty in the mind of anyone regard
ing his qualifications for membership a letter to the board of
examiners stating his condition will receive prompt and intelligent
response.
Let no one imagine the institute membership to be a body of
too great exclusiveness. I trust we always shall promote and
maintain high professional and moral standards; but there is
not one of us who will not gladly welcome the addition to our
membership of qualified men, who will not make a dignified and
honorable effort to secure such as members.
The special committee on increased membership doubtless will
have soon a most interesting and valuable report for your con
sideration.
One of the most important matters before you is the sub
ject of relationship of the various state societies and of our
members in various quarters, classified locally, with the national
body. This subject is not new. It must be wisely determined
so as to keep alive constantly in various localities all the pro
fessed objects of our national institute.
Mr. Montgomery’s committee will report upon this subject.
The Chamber of Commerce of the United States of America
requested the institute to nominate two members to serve on a
committee on cost accounting. This invitation was accepted by
the council on April 14th and the executive committee approved
the nomination of Edward E. Gore, of Chicago, and David L.
Grey, of St. Louis, to act for the institute on the committee.
On invitation of the Chamber of Commerce of the United
States we have appointed the members of the committee on
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federal legislation, consisting of Adam A. Ross, Harvey S. Chase
and John B. Niven, to serve as a special committee on a budgetary
system in the United States.
The familiar activities of the institute will be reported upon
by the officers and by the various chairmen of committees. The
endowment fund, that splendid achievement of those who felt
and continue to feel the personal responsibility upon them; the
statistical library and the work of your librarians; The Journal
of Accountancy, our well managed, national professional mouth
piece; the board of examiners which, under the guiding hand of
Teele, has done well an immense amount of work; and all the
others, too, will be subjects of reports as usual.
Mention should be made on behalf of correct accounting prin
ciples of Standard Methods for Preparing Balance-sheet State
ments prepared by the institute and issued by the federal reserve
board.
Among our losses by death, none has been felt more strongly
in the active work of the institute than the passing from us of
Bertram D. Kribben. Mr. Kribben’s membership in the board
of examiners was filled by the selection of Ernest Reckitt.
In closing, I would repeat the words quoted in beginning this
report:
“To me the crowning glory of our profession is that it must
ever stand for the highest ideals in the life of the individual and
for the slow but sure evolution of society into a state where honor
and honesty shall not be mere abstractions.”
Waldron H. Rand, President.
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Capital Stock of No Par Value*
By Frederick H. Hurdman
For many years it has been recognized by the business world
that there were evils inherent in the custom of issuing capital
stock with an arbitrary dollar value on each certificate. For this
reason such prominent attorneys as Francis Lynde Stetson, Louis
Marshall, Victor Morawetz and the late Edward M. Shepard,
of the New York bar, advocated the proposition of authorizing
corporations to issue stock without par value.
Mr. Shepard, in an address which he made before the Illinois
Bar Association in 1907, among many other arguments advanced
by him in favor of this form of capital stock, said that it would
have a tendency to direct attention to real instead of fictitious
values; that it would check inflation of assets in order that suffi
cient debits might appear on the statements of corporations to
offset the nominal value arbitrarily placed upon the certificates
of stock issued; and that the unsuspecting investor would not
be misled into thinking that because the symbol $100 appeared on
a certificate of stock it must have a real value at or near that
amount. Furthermore, he could not find any real advantage in
assigning a nominal or fictitious value to the certificate.
His definition of “overcapitalization” was not that a company
had too much capital, but the very contrary. The distinction is
well made between “capital” and “capitalization.” It is the excess
of nominal capital over real capital which is the offense.
The modern corporation is nothing more nor less than a re
stricted form of partnership. Such differences as exist lie in the
fact that the corporation may have a life not dependent upon its
membership; the members may transfer their rights and liabili
ties ; and there is a limit of liability for debts.
According to Mr. Shepard the origin of the legal requirement
that the articles or certificate of incorporation shall state a com
pany’s capitalization seems to have been in the original identity
between nominal capitalization and actual capital or net assets.
When the English crown issued or the English parliament
authorized corporate charters, there was a jealousy of the money
*A paper read at the annual meeting of the American Institute of Accountants,
Cincinnati, Ohio, September 16, 1919.
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power of the corporation. A charter frequently, as in the time of
Queen Elizabeth, gave or sought to give a monopoly of some kind
to a corporation. The power of the corporation was dreaded.
It was at least a matter of privilege or favor. It was, therefore,
to be limited to such and such an amount of wealth. In our time,
and certainly for our country, this purpose has been practically
lost. We have the Standard Oil Company of New Jersey capital
ized at $100,000,000 with actual capital five times that amount.
In January, 1892, a report was made to the New York State
Bar Association by a committee consisting of Francis Lynde
Stetson, D. S. Remsen and Robert T. Turner, suggesting a law
for a distinct class of business corporations whereby they might
issue their capital stock without money denomination, merely
representing proportional shares in that enterprise.
The general mining laws of Prussia enacted in 1865 pro
vided for companies without denomination of shares.
Louis Marshall gave as his opinion recently:
Eventually it will not only become a part of the jurisprudence of most
of the states of the union, but in twenty years from now few corpora
tions will be organized on any other principle.
I believe it to be the only reasonable method of representing stock
ownership in a corporation. The old method of placing an arbitrary
dollar mark on a certificate of incorporation led to stock-watering, the
creation of false values, and proved to be an easy medium for carrying
out fraudulent schemes and practices. Under the new system every share
of stock represents an aliquot interest in the corporate assets. Its value
is dependent upon the actual value of the assets, and not upon any fictitious
or imaginary value. That is the honest way of issuing stock. In the
past a corporation which acquired undeveloped mining property issued
shares of stock by the thousands and arbitrarily fixed the value of the
shares at amounts which varied from $1 to $100 each. Those corpora
tions had capital stock to the amount of $1,000,000 or $100,000,000,
which had merely a potential value; but speculation was carried on with
the idea that the par value had some relation to actual value. It is
unnecessary for me to say that such practices are inimical to the public
interest. It has now become the usual thing for corporations which are
honestly managed to issue their stock without par value. The experiment
has proven most satisfactory, and bankers who at first were skeptical
are now found to favor the issuance of stock on this new and reasonable
theory.

Furthermore, the commendation of the railroad securities
commission, whose report was transmitted to congress in 1911,
brought the proposition prominently before the entire country.
The New York State Bar Association early prepared an amend
ment to the New York corporation law which was finally enacted
in 1912. In that report the commissioners said:
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We do not believe that the retention of the hundred dollar mark, or
any other dollar mark, upon the face of the share of stock is of essential
importance. We are ready to recommend that the law should encourage
the creation of companies whose shares have no par value and permit
existing companies to change their stock into shares without par value
whenever their convenience requires it. After such conversion any new
shares could be sold at such price as was deemed desirable by the board
of directors, with the requirement of publicity as to the proceeds of the
sale of such shares and as to the disposition thereof; giving to the old
shareholders, except in some cases of reorganization or consolidation, prior
rights to subscribe pro rata, if they so desired, in proportion to the amount
of their holdings.
As between the two alternatives of permitting the issue of stock below
par or authorizing the creation of shares without par value, the latter
seems to this commission the preferable one. It is true that it will be
less easy to introduce than the other because it is less in accord with
existing business habits and usages; but it has the cardinal merit of
accuracy. It makes no claims that the share thus issued is anything more
than a participation certificate.
The objections to the creation of shares without par value are two in
number: first, that their issue will permit inflation, by making it easy to
create an excessive number of shares; and, second, that it will produce a
division of roads into two classes, those whose shares have a par value
and those whose shares have not. The second of these objections does not
appear to be a very serious one. There are listed on the stock exchanges
today, side by side with one another, shares of the par value of one hun
dred dollars, shares of the par value of fifty dollars, shares with very much
smaller par value, and a few, like the Great Northern Ore certificates,
with no par value at all. The share sells in each case simply for what
the public supposes it to be worth as a share. The danger of inflation
deserves more serious consideration. We believe, however, that it is more
apparent than real, because shareholders will be jealous of permitting
other shareholders to acquire shares in the association except at full market
value, and will not permit the issue of such shares to themselves at prices
so low as seriously to impair the market or other value of their holdings.
Shares either with or without par value, and whether sold at par or above
par or below it, should, except in cases of consolidation and reorganiza
tion, be offered in the first instance to existing shareholders pro rata.
The issue of stock without par value offers special facilities for con
solidation and reorganization.
Where two roads have consolidated, whose shares have different
market values, it has been the custom to equalize the difference by the
issue of extra shares of the consolidated company to the owners of the
higher priced stock. This practice has always tended to produce increase
of capital issues, and may readily cause the new stock to be issued for a
consideration less than its par value. The only alternative was to scale
down some of the old stocks; and this often involved serious difficulties,
both of business policy and of law. By the simple expedient of omitting
the dollar mark from the new shares, the number can be adjusted to the
demands of financial convenience, without danger of misrepresentation or
suspicion of unfairness to anyone.
In the case of reorganization, the advantage of shares without par
value is even more obvious. It is here that the necessity and justice of
getting money from stockholders is greatest. It is here that the im
possibility of getting them to pay par for new shares is most conspicuous.
We believe that in such cases the public interest would be subserved and
the speedy rehabilitation of the roads promoted by requiring the con
version of the common stock and encouraging the conversion of the pre-
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ferred stock into shares without par value; the certificates simply indicat
ing the proportionate or preferential claims of the holders upon assets
and upon such profits as might from time to time be earned.
All of these considerations seem to apply with equal force to the
securities of railroads under state incorporations, and we believe the laws
of the several states could with advantage be modified so as to provide
for the issuance of stock without par value.

Since the original bill, which was passed by the legislature
of the state of New York in 1912, nine other states have enacted
laws providing for the issuance of stock of nominal or no par
value, so that today we find these statutes in California, Delaware,
Illinois, Ohio, Pennsylvania, Maine, Maryland, New Hampshire,
New York and Virginia.
A study of the laws of these various states discloses the de
sirability of a movement for uniformity in corporate legislation.
In the table (on pages 254 and 255) there is presented a brief
synopsis of the important elements entering into these laws. This
is not meant to be authoritative, as in many instances the entire
act should be considered in order to understand fully the limita
tions set down.
The New York state law contemplates a corporation whose
creditors are advised at the formation of the company that the
actual paid-in capital of the company is at least a given amount.
The capital stock without par value may be issued at any value
within the methods provided, subject only to the requirement that
the actual paid-in capital shall equal in amount the stated capital
before the corporation shall begin to carry on business or shall
incur any debts.
The corporation may sell its authorized shares from time to
time for such consideration as may be prescribed in the certificate
of incorporation or for such consideration as shall be the fair
market value of such shares—and in the absence of fraud in
the transaction, the judgment of the board of directors as to such
value shall be conclusive—or for such consideration as shall be
consented to by the holders of two-thirds of each class of shares
then outstanding.
A peculiar feature of the Virginia law is that it provides that
“the maximum amount of the authorized capital stock of the
corporation shall be stated in dollars in the application for a
charter.” As the number of shares must also be stated it would
appear that a nominal value is thus established.
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It is interesting to note that in the New York law, and that
of other states modeled after it, not only is there an attempt to
provide that creditors shall have due notice of the minimum
capital invested before the privilege of doing business is granted
to the corporation, but the law has further restricted the reduc
tion of the actual capital of the business to an amount less than
the stated capital stock unless it be determined by the proper
authorities that the reduced amount of capital is sufficient for
the purpose of the business and is in excess of the ascertained
debts and liabilities. The statute of Ohio, however, provides
that preferred stock may not be redeemed, purchased or re
tired if thereby the property and assets of the corporation will
be reduced below the amount of the outstanding liabilities, but in
providing for the reduction of common stock the law states that
the reduced amount of capital must be in excess of its debts
and liabilities.
Whether the framers of the law really meant, in both cases,
that the assets should still exceed the liabilities or whether it
was the intention in reducing capital to leave $2 of assets for
every $1 of liabilities is not clear; but at any rate in the New
York law and that of several other states it is specifically
stated that the capital remaining shall be in excess of the debts
and liabilities. It will be noted that the word “capital” in the
statute is used exclusively in the sense of stockholders’ equity.
It is further provided by the laws of most of the states that
no dividend shall be declared which will reduce the amount of
the capital below the stated capital, and the directors are made
liable to the corporation or to its creditors for any dividend paid
in violation of this principle. The Ohio law, in addition to for
bidding the dividend which will reduce the capital below the
amount of stated capital, also provides that dividends shall not
be paid from any fund received from the sale or disposition of
its capital stock.
The New York law in referring to methods of taxation pro
vides that the rate of dividend shall be computed by dividing
the total amount of dividends which had been paid during the
year by the amount of the net assets of the corporation on the
first day of the year. This departure from the custom of con
sidering the dividend as being based on originally paid-in capital
250
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is, of course, in line with the whole theory of the no-par-value
stock, that one share of stock represents one aliquot part of the
excess value of assets over liabilities.
A brief summary of the results achieved in the issuance of
stock without par value, as provided for in the New York law,
follows:
1—Working capital may be provided without the necessity of
inflating the book value of assets.
2—Stock may be issued for its real value without reference to
any nominal value.
3—Stockholders are assured that stock issued is “fully paidup.”
4—Potential creditors are notified of the minimum capital
actually paid in and are protected against any depletion of
the capital of the company below such amount.
5—The credit of the corporation is based upon sounder and
more substantial valuation of assets and in consequence will
probably receive greater confidence on the part of investors
and creditors than would be accorded to the same corpora
tion without such assurance.
Though these advantages seem clearly to inhere in the case
of corporations organized under this statute, it would, however,
seem that the statute does not forbid the depletion of the actual
capital, whether invested or earned, except when such depletion
will reduce the capital below that stated in the certificate of in
corporation or subsequent notice of addition or deduction. In
other words, in so far as the New York statute is concerned it
would appear that dividends may be paid out of capital if
that capital exceeds the amount of stated capital. The law of
Ohio specifically forbids the payment of dividends from any fund
received from the sale or disposition of capital stock, and Penn
sylvania and Delaware forbid the payment of dividends out of
capital or out of anything except net profits or surplus earnings.
A study of the various statutes demonstrates that Pennsyl
vania is the only state which authorizes the issuance of stock
preferred as to principal without par value, but several other
states appear to authorize the issuance of stock preferred as to
dividends, the New York statute being worded to authorize the
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issuance of shares of stock of such corporation other than pre
ferred stock having preference as to principal without any
nominal or par value.
California and Maine have similar provision, but Delaware
and Maryland specifically except stock preferred as to dividends
as well as stock preferred as to distributive shares of assets or
subject to redemption at a fixed price. The Ohio law provides
only for the issuance of common stock without par value and
further provides that preferred stock with par value shall not,
in number, be more than two-thirds of the total number of all
shares. Illinois does not specify exceptions.
A rather interesting decision has just been handed down by
the supreme court of Kansas in the case of the North American
Petroleum Company, a Delaware corporation, organized under
the no-par-value statute of that state, which sought to do busi
ness in the state of Kansas, which does not have a no-par-value
statute. The state authorities attempted to exclude this company
on the ground that it was not such a corporation as is con
templated by the laws of Kansas. The court in its findings
advanced the following in support of its contention that the com
pany should be admitted to do business:
The problem of determining the solvency and bona fide capitalization
of the plaintiff presents no unusual difficulty. The fact that the shares
of its stock have no nominal par value is of little consequence. Any
prudent charter board, in determining whether a foreign corporation is
worthy of admission to do business in Kansas, would attach little im
portance to the nominal value of its shares of stock, even if they have a
nominal value. As in all other cases, the charter board should concern
itself earnestly to ascertain the genuine capital—those assets permanently
devoted to the corporate business as a basis for its business credit, and
upon which the hope of profit is rationally founded.
The “lawfully issued capital” and the “capital stock” of such corpora
tions are the assets that it devotes to the prosecution of its business.
When the value of these assets is ascertained, the fee, required to be paid
by law, can be based on that portion of the assets which the corpora
tion proposes to “invest and use in the exercise and enjoyment of its
corporate privileges within this state.”
The defendants contend that the plaintiff is not such an organization
as is called a corporation in the constitution and laws of this state. The
answer to this contention is that corporations without capital stock and
without shares of stock are not new; they are as old as corporations them
selves, and have existed in England and in this country for many years;
our constitution recognizes them, and we have laws for their control and
government.

In recording stock of no par value on the books and setting
up values in the statements of assets and liabilities, it does not
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seem that any difficulties are presented. The capital account
should reflect the value at which the stock was issued—whether
for cash, property or services. The only other account represent
ing a measure of value in the outstanding stock, outside of certain
reserve accounts, would be the surplus account. In my opinion
this account should at all times represent undistributed net earn
ings of the corporation.
Inasmuch as the capital account will not generally reflect on
its face the number of shares outstanding it will be necessary
to show in the capital account itself the shares issued. It does
not become necessary, as in the case of stock with par value, to
carry any portion of the proceeds received from its sale to a paidin-surplus account. Furthermore, the fact that stock may be
issued at varying values for each share has no significance other
than to raise or lower the unit or share value for every other
share outstanding. Each share represents an aliquot part of the
entire capital, other than that portion which may be allocated
to one class of stock by virtue of preference.
The number of shares authorized should be noted on the
capital stock account. A separate account is, of course, unneces
sary to record this fact.
It is probable that very few cases will arise involving donated
treasury stock, as that is one of the evil practices this form of
legislation was designed to prevent. No reasonable object would
be attained by issuing stock of no par value at a nominal value
and then donating a portion of that issued stock back into the
treasury, presumably for sale to provide working capital. The
incorporators would undoubtedly retain the required number of
shares for this purpose at the time of incorporation. In the event
of such a contingency arising, however, I would suggest that
the number of donated shares be carried in treasury stock account
without any money value. The number of shares indicated by
this account would then be deducted from the issued shares
shown in the capital account, in order to show on the statement
the actual number of shares outstanding in the hands of the
public, which is the essential fact.
When stock of this description is purchased by the company
and placed in the treasury, it should be recorded in treasury
stock account at its purchase price and shown on the statement
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SYNOPSIS OF ESSENTIAL FEATURES
Amount of capital necessary
to commence business

State

Year
enacted

New York

1912

Moneyed corporation or cor
porations under jurisdiction
of any public service commis
sion.

Minimum $500
Par value of authorized pre
ferred and $5 or some multi
ple thereof for each share of
no par value stock authorized
to be issued

Maryland

1916

Moneyed or safe deposit cor
poration

No provision

California

1917

None

Par value if any of preferred
and $1 or some multiple
thereof of all other shares
authorized — preferred and
common

Delaware

1917

None

No provision

Maine

1917

Banking, insurance or cor
porations under jurisdiction
of public utilities commission

Minimum $1,000
Preferred $5 or some multi
ple thereof but not more
than. $100 and $5 or some
multiple thereof for each
share no par value stock

Virginia

1918

Moneyed corporation

No definite provision except
minimum as fixed in certifi
cate of incorporation

Illinois

1919

Banking, insurance, real es
tate, brokerage, the operation
of railroads or the business
of lending money

At least one-half value of
stock with par value and not
less than $5 per share for
stock no par value, but not
less than a total aggregate of
$1,000

Pennsylvania

1919

Building and loan, banking
and insurance companies

Number of shares with and
without par value, and amount
of capital to begin business

New Hampshire

1919

Banking, insurance or rail
roads

No provision

Ohio

1919

Same as New York

Same as New York

Corporations excluded
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IN VARIOUS NO-PAR-VALUE STATUTES
Classes of stock which may
be issued without par value

Consideration for issuance

Basis of taxation

Consideration prescribed in
certificate of incorporation or
fair market value, in judg
ment of board of directors or
such consideration as con
sented to by two-thirds of
each class of shares outstand
ing
Consideration to be fixed by
board of directors but if stock
already outstanding confirma
tion by two-thirds of holders
of each class is necessary

Organization tax 5 cents for
each share authorized, 12
cents for each share on sales
or transfers

Other than preferred stock
having a preference as to
principal

Presumed to be of the par
value of $100 for bonus and
franchise tax

Consideration prescribed in
articles of incorporation

Amount stated in certificate
of incorporation, each share
an aliquot part of entire
capital subject to the amount
or par value of preferred
shares
Presumed to be of the par
value of $100

Other than stock preferred as
to dividends which is subject
to redemption or stock pre
ferred as to its distributive
share of the assets of the
corporation
Other than preferred stock
having a preference as to
principal

Any amount stated in cer
tificate of incorporation or
determined upon by board of
directors
As provided in certificate of
incorporation or as fixed by
board of directors if author
ized in such certificate. If
certificate of incorporation
does not authorize directors,
then by consent of two-thirds
of holders of each class of
stock
As determined by corporation
and according to statement
filed with and approved by
state corporation commission
As provided in certificate of
incorporation or as deter
mined by the board of direc
tors, not less than $5 per
share

Presumed to be of the par
value of $100

Consideration prescribed in
certificate of incorporation,
by stockholders or by direc
tors acting under authority
of stockholders

Presumed to be of the par
value of $100

Consideration prescribed in
certificate of incorporation or
authorized by two-thirds vote
of stock outstanding
At time of opening books of
subscription for such consid
eration as may be decided
upon by incorporators and
thereafter fair market value
or as agreed to by a ma
jority of the outstanding
common stockholders

Presumed to be of the par
value of $50

Other than stock preferred as
to dividends or preferred as
to its distributive share of as
sets or subject to redemption
at a fixed price
Other than preferred stock
having a preference as to
principal

Other than preferred stock

Presumed to be of the par
value of $100

Class of stock not specified.
Each certificate shall have
stamped thereon when issued,
the amount actually received
by corporation for such stock,
either in cash, property, ser
vices rendered or expenses
incurred
Preferred stock of any or all
classes or common stock of
any class or both preferred
and common stock, prefer
ence to be named in certifi
cate. Preference rights, limi
tations and restrictions may
be stated in dollars and cents
per share
Common or preferred

Shares of common stock
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as a deduction from capital account at the amount paid there
for. The number of treasury shares would also be deducted
from the total shares outstanding.
In presenting the capital account in the corporation state
ments the important thing is to show the number of shares issued
and outstanding, with the value of these shares as reflected by
the books or the statements in question.
In examining the published reports of certain companies issu
ing stock with no par value it was noted in a few instances
that an attempt was made to show the amount of capital issued
against various properties included in the assets of the corpora
tion. This practice would not have been followed in the case of
stock issued, say, with par value of $100, and I can see no good
reason for stating it in that manner where the stock issued has
no nominal or par value. As each share of stock without par
value represents an equal portion of the capital, there cannot be
any great advantage in setting up the capital account in this way.
The fact that certain states provide in their statutes for a
stated capital does not mean that such stated capital must be set
out separately on the books of the corporation or its published
statements. It does signify, however, that the directors may not
incur debts until such stated capital is paid in. It may be good
practice, however, to indicate by a note or indention on the bal
ance-sheet the amount of the stated capital, but no good reason
exists for separating the actual capital paid in into two or more
divisions.
The following arrangement for the balance-sheet is suggested:
Capital (declared $600,000)
7% cumulative convertible pre
ferred stock, 5,000 shares of
$100 each
$500,000.00
Balance represented by 9,875
shares of common stock without
par value
764,210.87

Total paid-in capital
Earned surplus

$1,264,210.87
1,362,984.75

Total capital

$2,627,195.62
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It would appear that an unusual opportunity presents itself to
us to familiarize ourselves with the advantages and workings of
this law, with a view to recommending whenever possible, in the
formation of new enterprises, that stock be issued without par
value. Anything that tends to get nearer the facts should appeal
to the imagination of and be encouraged by the accountant.
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Consolidated Accounts*
By George R. Webster

The need for consolidated accounts practically started with
the era of the holding company, although there were, of course,
prior to that time many corporations which had formed sub
sidiary companies in order to comply with the requirements of
state laws, and for other reasons. Probably the first important
consolidated accounts to be published were those of the United
States Steel Corporation in 1902.
The accounts of a corporation should be prepared so that the
auditor can certify that the balance-sheet represents the true
financial position of the company, and that the profit and loss
account is a fair statement of the result of the company’s opera
tions. It has long been recognized by accountants that in the
case of corporations with subsidiary companies these two con
ditions can only be shown by the preparation of consolidated
accounts. If bankers had insisted on the preparation of such
accounts they would probably have avoided several unpleasant
experiences.
If advances are made by a holding company to a subsidiary
company or if the subsidiary company borrows money or incurs
outside liabilities these liabilities of the subsidiary company may
be represented on its books by current assets, capital expenditure
or even by losses or by a combination of these items, and it is
only by consolidation that the true financial position of the com
panies can be shown. Cases have been known where the current
liabilities of the holding company were almost negligible but
where consolidated accounts showed current liabilities largely in
excess of current assets.
It is also possible for holding companies to take into their
profit and loss accounts dividends from such subsidiary com
panies as are making profits and to make no provision for losses
made by other subsidiary companies. No accountant should, of
course, certify such a statement without a qualification, but even
*A paper read at the annual meeting of the American Institute of Accountants,
Cincinnati, Ohio, September 17, 1919.
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if losses are provided for and the profit and loss account is cor
rectly stated, the balance-sheet of the holding company does not
show the true financial position of the holding company and its
subsidiary companies. In several notorious cases balance-sheets
of holding companies have been issued which did not show any
contingent liability for endorsement of notes of subsidiary com
panies, although these amounted to very considerable sums. The
consolidated accounts in such cases would, of course, have shown
the obligations of the company and its subsidiary companies and
the assets against them.
However, it is not necessary to discuss at length with account
ants the need for consolidation. Those members of the institute
who are not convinced on this point can refer to excellent papers
on the subject by W. M. Lybrand and others as well as to standard
text-books.
For a time many lawyers were opposed to the presentation of
consolidated accounts by companies to their stockholders, but the
leading lawyers engaged in corporation practice have long since
recognized that the technical legal situation is less important to
stockholders and the public than the substantial position and have
accordingly accepted the principle of consolidated accounts.
The federal reserve board has taken occasion to point out to
banks which are members of the system that they do not get an
adequate view of the financial condition of a company which has
subsidiaries unless they secure consolidated accounts.
The income-tax law and regulations now require the submis
sion of consolidated returns under certain conditions. The
development of this requirement is very interesting.
The English finance act of 1915 contained a provision for
consolidation in the following terms:
Where any company, either in its own name or that of a nominee,
owns the whole of the ordinary capital of any other company carrying on
the same trade or business or so much of that capital as under the general
law a single shareholder can legally own, the provisions of part III of this
act as to excess profits duty and the pre-war standard of profits shall
apply as if that other company were a branch of the first-named company,
and the profits of the two companies shall not be separately assessed.

Our revenue act of 1917 contained no mention of consolidated
returns, but before the regulations were issued the American
Institute of Accountants submitted a brief strongly advocating
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consolidated returns. The brief was published in The Journal
Accountancy of January, 1919. The full brief should be
carefully read, but the following excerpts may be quoted:

of

If the rule which we advocate (consolidated returns) be adopted the
tax will be based on the real facts and determined by the relation between
true income and the true investment of the group of companies as a
whole; and the latter course (consolidated returns) would impose no
additional burdens on anyone, since it is the course followed for all
practical purposes by the corporations themselves and recognized by
bankers, economists and accountants as the only course which reveals
the true situation.

The regulations subsequently issued provided that “whenever
necessary to more equitably determine the invested capital or
taxable income the commissioner of internal revenue may require
corporations classified as affiliated under article 77 to furnish a
consolidated return of net income and invested capital.” Sub
sequently, a treasury decision was issued under which “affiliated
corporations, as limited and defined in paragraphs C and D of
the regulations are hereby directed to make consolidated returns
for the purpose of excess profits tax.” In these regulations it was
stated:
A. Two or more corporations are not “affiliated” merely because all
or substantially all of the stock therein is owned by the same corporation,
individual or partnership; they must also be engaged in the same or a
closely related business.

Under the revenue law of 1918 consolidated returns were
specifically mentioned in the act, which states that “corporations
which are affiliated within the meaning of this section shall, under
regulations to be prescribed by the commissioner . . . make
a consolidated return of net income and invested capital.” The
act stated that two or more domestic corporations shall be deemed
to be affiliated (1) if one corporation owns directly or controls
through closely affiliated interest, or by a nominee or nominees,
substantially all the stock of the other or others; or (2) if sub
stantially all the stock of two or more domestic corporations is
owned or controlled by the same interests. It will thus be seen
that in the 1917 act no mention was made of consolidated returns
but that the regulations provided for the consolidated returns of
affiliated companies engaged in the same or closely related busi
ness, while the 1918 act specifically recognizes and calls for con
solidated returns and makes the requisite the holding of all or
substantially all the voting stock irrespective of whether the com
panies are engaged in similar businesses or not.
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It may therefore be fairly said that the principle of consolida
tion has attained general acceptance. It may be well to mention,
however, that a consolidated return for purposes of the revenue
act may be a very different statement from the consolidated
accounts prepared by the company for submission to its stock
holders. The chief reasons for this difference are that for the
revenue act foreign corporations are not brought into the con
solidation and under the 1918 act companies organized after
August 1, 1914, not successor to a then existing business, 50%
of whose gross income was derived from government contracts
made between April 6, 1917, and November 11, 1918, are not
included. It might also happen that companies the stock of which
was owned by another corporation to the extent of between 50 and
95%, might be consolidated in the statement submitted to stock
holders but might be excluded in the statement prepared under
the revenue act of 1918.
******
The two principal points for consideration in regard to con
solidated accounts are:
1—What companies should be consolidated.
2—How the consolidated account should be prepared.

What Companies Should

be

Consolidated

The regulations of the revenue act of 1918 provide that the
owning or controlling of 95% or more of the outstanding voting
capital stock shall be deemed to constitute an affiliation, but that
consolidated returns may be required even though the stock
ownership is less than 95%; and the regulations call for dis
closure of affiliations where the stock ownership is in excess of
50%. Under the revenue act, therefore, consolidation is
obligatory when 95% or more of the voting stock is owned and
may be called for when the stock ownership is in excess of 50%.
This leaves a wide range of possibilities, but it is not believed
that any definite percentage can be laid down and the question
of whether the accounts of a company should be consolidated or
not for the purpose of published statements is largely one of
judgment, bearing in mind always that the object of the con
solidated balance-sheet is to show the true financial position of
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the company and its subsidiary companies. In doubtful or
border-line cases the final test must be whether or not the true
financial position is best shown by consolidation.

How the Consolidated Accounts Should be Prepared
Consolidated Balance-Sheet

The object of a consolidated balance-sheet is to show the true
financial position of a company and its subsidiary companies
with regard to the outside public; consequently all inter-company
holdings of stock and all inter-company balances of every kind
should be eliminated in the consolidated balance-sheet.
The most practical method of preparing a consolidated
balance-sheet is to use analysis paper and then, depending on the
number of companies and the number of accounts to be shown
on the balance-sheet, either list the asset and liability accounts on
the side with a column for each company or list the companies
on the side and have a column for each asset and liability account.
The balance-sheet for each company should then be entered on
the sheets and totals made of each account. A column or line
should then be provided for eliminations and adjustments, and
then a column or line for the final consolidated figures.
All inter-company current accounts should be shown sepa
rately and should be reconciled and any differences allocated to
the proper asset or liability account. Thus if, as in the example
shown later, it is found that a difference exists in the current
account between two companies because goods shipped by one
company have not been received and taken up on the books of
the other, an entry should be made crediting inter-company
account and charging inventory, as it is clear that the goods
are still in the inventory of the group. When all differences on
the inter-company accounts have been adjusted the inter-company
debits will equal the inter-company credits and both should be
eliminated.
The next elimination to be made is that of the inter-company
holdings of capital stocks.
It will frequently be found that the book value of the stock
of a subsidiary company on the books of the holding company is
different from the par value of the stock of the subsidiary com
pany and this difference has to be adjusted.
262

Consolidated Accounts

Where the book value of a subsidiary company in a balancesheet of the company holding that stock is in excess of the par
value of the stock plus the surplus of the subsidiary company at
the date of acquisition the excess should be charged to goodwill.
Where the book value of the stock of a subsidiary company in a
balance-sheet of the company holding that stock is less than the
capital stock plus the surplus of the subsidiary company at
date of acquisition, the difference should be credited to capital
surplus, unless there is goodwill of a greater amount either on
the accounts of the holding company or of the subsidiary com
pany, or if there is goodwill of a greater amount arising from
purchases of stocks of other subsidiary companies. This treat
ment is based on the assumption that goodwill is shown sepa
rately, but many companies in their published accounts do not
show goodwill separately and simply have an account called
“cost of properties.” In this case the debits and credits would
be made to this account instead of to goodwill or capital surplus.
Objections have frequently been made to the elimination of
the surplus of the subsidiary company at date of acquisition, and
claim has been made that this surplus should form part of the con
solidated surplus; but it seems to be clear that when a company
buys the stock of another company it also purchases the surplus
accumulated to the date of purchase, and consequently the surplus
at date of acquisition should in consolidation be treated in the
same way as the capital stock. If any dividends are received
out of that surplus they should be credited to the cost of the
investment on the books of the holding company.
By applying to consolidated accounts the principle that a com
pany cannot make profits before it has begun business, we reach
the conclusion that the profit and loss account of a parent or
holding company should reflect only the profits of that company
from its inception together with the profits of subsidiary com
panies from the dates of their acquisition.
Where one corporation does not own the whole of the capital
stock of a subsidiary company, but where the accounts are to
be consolidated, the amount to be eliminated should be the par
value of the stock of the subsidiary company owned by the com
pany and the proportion of the surplus at date of acquisition
applicable to the stock owned. When this amount has been
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eliminated with the corresponding debit or credit to goodwill or
to capital surplus, it will leave the par value of the stock of the
subsidiary company in the hands of the public and the pro rata
share of the surplus at date of acquisition, which together with
the proportion of the surplus since acquisition should be shown
on the balance-sheet as capital stock of subsidiary companies in
hands of public at book value. Subsequent earnings of the sub
sidiary company should be divided according to the stock owned
by the parent company and that in the hands of the public—the
proportion applicable to the stock of the parent company being
taken into the profit and loss account of that company and the
proportion applicable to the stock in the hands of the public
being added to the book value of the stock in the hands of the
public.
Some corporations have not followed this method but have
taken up in the consolidated assets and liabilities the proportion
of each asset and liability applicable to the stock owned. It is not
believed that this is the best technique, nor that it is the best
method of showing the financial position of the consolidated com
panies. If one company owns 90% of the stock of another com
pany, the inclusion of 90% of the plant and other assets and
90% of the liabilities of the subsidiary company does not really
show the true position; and it seems more reasonable to assume
that all the assets and all the liabilities belong to the consolidated
group with a liability to outsiders of the value of the stock
owned by them.
The method of taking up a proportion of the assets and lia
bilities also gives rise to some rather peculiar results in inter
company accounts. For example, if the parent company has an
account receivable of $1,000 against the subsidiary company (say
90% owned) and the subsidiary company a corresponding liability
to the parent company, then if the percentage of the assets and
liabilities of the subsidiary company is taken this would result
in showing the inter-company item as only $900.00 in the sub
sidiary company’s liabilities against the $1,000.00 on the parent
company, and it would, therefore, be necessary to treat $100.00
as an account receivable from outsiders in the consolidated state
ment.
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Another item which requires careful investigation in con
solidated accounts is that of inventories. If the various com
panies in a consolidation buy or sell from one another and if these
transactions are not put through at cost, the inventories of some
of the companies will contain inter-company profit. As the
object of the consolidated balance-sheet is to show the financial
position of the group as a unit this would be equivalent to a
single company’s taking up inventories at a valuation higher than
cost.
In these cases the inter-company profit in the inventory both
at the beginning and end of the period should be ascertained and
entries made charging surplus at the beginning of the period with
the inter-company profit at the beginning of the period, crediting
inventories with the inter-company profit at the end of the period
and charging or crediting the profits of the year with the increase
or decrease of the inter-company profit in the inventories at end
of the year compared with that at the beginning of the year.
It frequently happens that there may be within a group con
trol of other corporations which are not consolidated on account
of the holdings being perhaps a bare majority of the stock. It
is largely a matter of judgment whether or not the group’s pro
portion of the earnings of these controlled companies should be
taken into the accounts of the group. Certainly where there is a
control which is not exercised it would not appear that the pro
portion of the earnings of the controlled company should be
taken up, but that only dividends actually received should be
credited to profit and loss. Where, however, control is exercised,
there seems no reason why the proportion of profits or losses of
the controlled company should not be taken into the accounts.
The entry to be made on the books of the holding company would
be to charge undivided profits of controlled companies—which in
the published accounts might be added to the investment in con
trolled companies—and credit profit and loss. As dividends are
received cash will be debited and undivided profits of controlled
companies credited.
In certain cases where investments in controlled companies
represent a substantial portion of the assets of a company, it is
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175,000.00
150,000.00
25,000.00
100,000.00

Accounts receivable
Cash
Deferred charges
Inter-company accounts
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Bonds
Bills payable
Accounts payable
Surplus

Capital stock of subsidiary companies
in hands of public at book value

Capital stock

$215,000.00

30,000.00
75,000.00
10,000.00

$215,000.00

$2,075,000.00

$100,000.00

(2)
(5)

$270,000.00

(3)
(4)
(5)
(8)

70,000.00
100,000.00 (1)

(2)
(3)
(4)

$100,000.00 (1)

$270,000.00

4,750.00
250.00
250.00
25,000.00
10,000.00
$234,750.00

5,000.00
250.00
250.00

$95,000.00
5,000.00
100,000.00

5,000.00
5,000.00
$234,750.00

5,000.00 (6)

85,000.00

(7)

5,000.00

80,000.00
175,000.00
5,000.00
10,000.00

$19,750.00
50,000.00

20,000.00 (7)

500,000.00
100,000.00
50,000.00
425,000.00

$1,000,000.00

(1)
(5)

(1)
(5)
75,000.00 (6)
(8)

$180,000.00

$200,000.00
20,000.00

50,000.00
10,000.00

100,000.00

L IA B IL IT IE S

$2,075,000.00

Investments in stocks of subsidiary companies:
B (par value $ 95,000)
80,000.00
C (par value $100,000)
175,000.00
Inventories
220,000.00

50,000.00

$90,000.00

$900,000.00
250,000.00

$100,000.00
10,000.00

$1,000,000.00
100,000.00

Goodwill

Properties
Less — Depreciation

WORK SHEET FOR CONSOLIDATED BALANCE-SHEET
ASSETS
Eliminations
and
C
adjustments
A
B

494,750.00
$2,325,250.00

5,500.00
500,000.00
130,000.00
195,000.00

$1,000,000.00

$2,325,250.00

225,000.00
185,000.00
25,000.00

390,000.00

330,250.00

$1,170,000.00

$1,300,000.00
130,000.00

Consolidated
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10,000.00
7,500.00
625.00

500.00

(8)

100,000.00 (4)

$494,750.00

$100,000.00

$425,000.00

$10,000.00

50,000.00

149,875.00

$394,875.00

Consolidated

50,000.00

(4)

75,000.00 (7)

125.00

7,500.00

(9)
100,000.00 (4)

$4,750.00
250.00
25,000.00

(3)
(5)

$25,000.00 (1)

C

Dividends paid by holding company
Surplus at end of year

10,000.00

12,500.00

2,500.00

$5,000.00

B

109,500.00

65,500.00

$300,000.00

A

Eliminations
and
adjustments

Inter-company dividends

subsidiary companies

Profit for year, excluding dividends from

Surplus of subsidiary companies from date
of acquisition to beginning of year

Surplus at beginning of year—A

Surplus of subsidiary companies prior to
acquisition by holding company

W O RK SH EET FO R SURPLUS ACCOUNT
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desirable to furnish, with the holding company’s balance-sheet
and profit and loss account, balance-sheets and profit and loss
accounts of the controlled companies.

Profit and Loss
The profit and loss account of a parent company alone would
show the profits from its own operations together with dividends
received from subsidiary companies, but the earnings of the
parent company and its subsidiary companies can only be shown
correctly by taking into account the profits or losses of the
parent company and each subsidiary company irrespective of
whether dividends have been declared or not.
In preparing the consolidated profit and loss account the
same principle of eliminating all inter-company transactions
should, of course, be followed.

Example of a Simple Consolidated Balance-sheet
In order to illustrate the method of consolidation a simple
example may be taken. (The figures used for the various assets
and liabilities are not taken with any regard to the relative pro
portions that might be expected in actual experience.)
We will assume:
That the parent company A, which is also an operating com
pany, owns 95% of the stock of B and 100% of the stock
of C;
That B and C each have a capital of $100,000;
That the 95% of the stock of B stands on the books of A at
$80,000;
That the 100% stock of C stands on the books of A at
$175,000;
That the surplus of B at date of acquisition was $5,000 and
the surplus of C at date of acquisition $25,000.
We will first eliminate the investment of A in B and C and
the capital stock of B and C owned by A.
The book value of the stock of B at date of acquisition by A
is $105,000 ($100,000 stock and $5,000 surplus). Ninety-five
per cent. thereof is $99,750. The value on the books of A is
$80,000 and there must therefore be a credit to goodwill of
$19,750 (entry No. 1). This leaves the $5,000 stock of B not
owned by A which by entry No. 2 is transferred to capital stock
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of subsidiary companies in hands of public at book value, so
as to show separately the outstanding capital stock of the parent
company and the stock of the subsidiary companies not owned.
Of the surplus of B at date of acquisition there is left $250, the
proportion of the surplus at that date applicable to the stock in
hands of the public, and this is transferred from surplus to stock
of subsidiary companies in hands of public at book value by
entry No. 3. The surplus account of B at the date of the balancesheet still contains the proportion of the surplus since date of
acquisition applicable to the stock in the hands of the public, and
this is transferred by entry No. 4.
In the case of the stock of C, all the stock is owned by A,
and consequently only one entry is necessary. The book value of
the stock of C at date of acquisition is $125,000 and it is carried
on the books of A at $175,000 and it is necessary therefore to
debit goodwill with $50,000 in eliminating these items (entry
No. 5).
The balance-sheets show that the inter-company accounts
are not in agreement and investigation shows that the difference
arises because a shipment of goods made by one company and
valued at $5,000 had not been received or taken up by the receiv
ing company, and that a remittance of $5,000 made by one com
pany had not been received by the other company. These are
adjusted by entries No. 6 and No. 7, charging inventories and
cash and crediting inter-company accounts.
In the example taken, one of the companies sells to another
and allowance has therefore to be made for inter-company profit
in the inventories, and this has been eliminated by entry No. 8.
By extending the various items into the consolidated column
the consolidated balance-sheet is obtained. In this balance-sheet,
however, the surplus account is shown in one item, and, in order
to show the surplus at the beginning of the year, the profits for
the year, dividends paid and surplus at the end of the year, a
separate sheet has been used, although this detail can if desired
be shown on the balance-sheet.
In making the eliminating and adjusting entries for the surplus
analysis sheet, the debits and credits to surplus on the balancesheet have to be applied to the various items in the surplus
analysis. In the example taken, all the entries can be readily
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applied to the proper items, with the exception of the debit of
$250 in entry No. 4, for the proportion applicable to the stock in
the hands of the public of the surplus of B since acquisition by A.
This is divided as follows:

Surplus from date of acquisition to be
ginning of year, 5% of $2,500
$125.00
Proportion of profits for year, 5% of
$12,500
625.00

$750.00
Less—Proportion of dividend, 5% of
$10,000
$500.00

$250.00
All the entries on the balance-sheet having been made there
still remain to be made entries for any items made at the end
of the previous year not taken up on the books of any of the com
panies. In this case an entry would be necessary for the inter
company profit in inventories at the beginning of the year. We
have assumed that this amounted to $7,500, and consequently
make an entry debiting surplus at beginning of the year and
crediting profits for the year with this amount.
The entries for inter-company profits in the inventory are only
necessary where goods are not transferred at cost and where each
company values its inventory at cost as billed to it. Where in
ventories are reduced to net integration cost before being taken
up on the books of the various companies these entries are not
necessary.

Eliminating

and

Adjusting Entries

No. 1
Capital stock (of B owned by A),
Surplus (surplus of B at date of
acquisition by A, applicable to
stock owned by A),
To investment in stock of B
(cost on books of A),
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Dr. $95,000.00

4,750.00
$80,000.00
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Goodwill (difference between
par value plus surplus at
date of acquisition and cost
to A),
No.
Capital stock of B,
To capital stock of subsidiary
companies in hands of public
at book value,
Par value of B capital stock
in hands of public.
No.
Surplus,
To capital stock of subsidiary
companies in hands of public
at book value,
Proportion of surplus of B
at date of acquisition ap
plicable to stock in hands
of public.
No.
Surplus,
To capital stock of subsidiary
companies in hands of public
at book value,
Proportion of surplus of B
since date of acquisition
applicable to stock in
hands of public.
No.
Capital stock (of C owned by A),
Surplus (surplus of C at date
of acquisition by A),
Goodwill (difference between cost
and par value and surplus at
date of acquisition of stock
of C owned by A),
To investment in stock of C
(cost to A)
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19,750.00
2

Dr.

5,000.00

5,000.00

3
Dr.

250.00

250.00

4

Dr.

250.00

250.00

5
Dr. $100,000.00
25,000.00

50,000.00
$175,000.00

The Journal of Accountancy

No. 6
Dr.
Inventories,
To inter-company accounts,
Shipment by A to B taken
up by B.
No. 7
Dr.
Cash,
To inter-company accounts,
Cash in transit remitted by
C to B not received by B.

No. 8
Dr.
Surplus,
To inventories,
Inter-company profit in in
ventories at end of year.

5,000.00
5,000.00

5,000.00

5,000.00

10,000.00
10,000.00

No. 9
Dr.
Surplus,
To surplus,
For inter-company profits in
inventories at beginning of year.
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7,500.00

7,500.00

Relation of Invested Capital to Excess Profits Tax*
By Stephen G. Rusk

Since the enactment of the revenue laws of 1917 and 1918,
especially those sections thereof that pertain to the taxation of
so-called excess profits, the subject of invested capital has been
one of conspicuous interest and concern. The excess profits tax,
being based upon invested capital (and the government’s inter
pretation of what comprises invested capital as a basis of taxa
tion), has been the cause of this lively interest and anxiety.
Policy of Conservatism
It has not been an unusual practice among business men to
conduct their enterprises in an ultra-conservative manner with
respect to a showing of assets or the capitalization of expenditures
which wholly or in part represented capital outlay rather than
expenses. Their apparent aim seemed to be a desire to build up
reserves to tide the business over the shoals of unprofitable years
and to provide against stringent financial periods. Too often
little or no attempt was made to have the financial records always
kept so as to show the cost of the acquisition of assets, the
amounts of depreciation and other data necessary to a full and
accurate view of the precise financial status at any given date.
This policy of conservatism was and is a sound one; but
because the accounting records have not shown the true conditions
nor the consecutive steps that have been taken to give effect to
this policy, many taxpayers feel that they are now being penalized
for having pursued what they rightfully deemed to be praise
worthy methods in the conduct of their financial affairs. They do
not recognize that the penalty they now are paying arises from the
lack of proper records of the methods by which these reserves
were created rather than from pursuing a commendable and con
servative policy.
Importance of Adequate Records
However, many are thinking more clearly with respect to this
matter and are beginning to realize the importance of clear, com• A paper read at the annual meeting of the American Institute of Accountants,
Cincinnati, Ohio, September 17, 1919.
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prehensive and accurate bookkeeping in the conduct of their
business.
It is a dearly acquired lesson to many who, by reason of im
proper accounting, now find themselves obliged to pay a much
higher tax than they would have had to pay were they now able
to trace their financial history and prove to the satisfaction of the
treasury department that their book showing of invested capital
is erroneous, and to what extent it is erroneous.
The government has immensely strengthened the accountant’s
long maintained position that the books of account should show
all the facts and that, when it is found necessary partly to estimate
values, the manner and amount of such estimate should be clearly
written into the accounting history of the enterprise.
How often, since early in the year 1918, have we heard from
the lips of an outraged taxpayer quotations from section 210 of
the 1917 law, to the effect that his is
“an exceptional case in which the invested capital cannot be satis
factorily determined” ?

How often have we heard the reasons given in support of this
assertion that
“through defective accounting or the lack of adequate data, it is
impossible to accurately compute the invested capital”?

quoted from the particularly apt language of section 210, article
52, of regulations 41 covering the 1917 law.
Again we have heard them insist that their condition could be
likened unto that described in the following language:
“Long established business concerns which by reason of ultra
conservative accounting and the form and manner of their
organization would, through the operation of section 207, be placed
at a serious disadvantage in competing with representative con
cerns in a like or similar trade or business.”

These taxpayers usually arrived at a comprehension of the
above quoted conditions when they discovered that (again quoting
article 52)
“the invested capital is seriously disproportionate to taxable in
come.”

Accountants generally have discovered how often the tax
payer was truly picturing his own conditions. What delving into
old and musty records there has been to discover the evidence to
convince the treasury department the quoted language exactly
fitted a particular case.
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All accountants know how often they have been called upon to
face just such a situation for their clients, and particularly how
often there has been every presumption that the taxpayer was in
possession of a much greater invested capital than could be proved
from his books or other available data, until finally he was com
pelled to rest his appeal, under section 210, solely upon the bald
and unsupported assertion that “the invested capital was seriously
disproportionate to the taxable income.”
Similar situations were met in computing the taxes under the
1918 law, but while the latter law has been more carefully drawn
than the 1917 law and has given some additional latitude to tax
payers and has eliminated some of the obstructions, there are still
many cases that require relief under sections 327 and 328 of that
law.
Books Presumed to Show Invested Capital
Invested capital is a phrase that has come to have importance
in every business man’s vocabulary, and he is studying the most
approved methods of financing his enterprise so that he may get
the proper balance between borrowed capital and invested capital.
Fortunately for him the limitation as to deductible interest con
tained in the 1917 law has been eliminated from the 1918 law.
This limitation prevented many taxpayers with large amounts of
borrowed capital from deducting interest on any but the “maxi
mum principal equal to the amount of the paid up capital plus
one-half of the interest bearing indebtedness outstanding at the
close of the year” in arriving at their taxable income.
This feature of the 1917 law caused much controversy and,
as many have said, was inequitable.
The fact that the government has laid down the rule for
determining invested capital that the “books of account will be
presumed to show the facts” and “any additional amounts allowed
as invested capital must be proven to the satisfaction of the
treasury department” has been a potent factor in increasing the
taxpayer’s respect for his financial accounting records. He now
realizes that properly kept accounts should be for him the sole
evidence of the amount of his invested capital; the amounts he
now has to prove by other forms of evidence are difficult to
determine, and he suspects that he has lost track of values of
which he should have undoubted records.
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Adjustment of Invested Capital Shown by Books
To the invested capital shown by the books of account may be
added such additional assets as may be in the possession of the
taxpayer provided adequate evidence can be produced to prove
the propriety of their inclusion to the satisfaction of the treasury
department. Provision for the inclusion of such additional
amounts was made in the 1917 and 1918 returns in the schedule
entitled “adjustments by way of additions” and the nature of the
items and the proof to be submitted are fully set forth in the
regulations.
The adjustment of invested capital described in schedule B, item
2 of the 1917 law, as “value of tangible property in excess of par
value of stock issued therefor,” is one that caused considerable
misapprehension as to the taxpayer’s rights thereunder.
Article 63 of regulations 41 of the 1917 law defined cases
coming under this head and described the necessary evidence to
be submitted to validate the claim.
In order to show the reason for the general misconception of
this matter the regulation will first be quoted:
When tangible property may be included in surplus:
Where it can be shown by evidence satisfactory to the com
missioner of internal revenue that tangible property has been con
veyed to a corporation or partnership by gift or at a value
accurately ascertainable, or definitely known as at the date of
conveyance, clearly and substantially in excess of the par value of
the stock, or shares paid therefor, then the amount of the excess
shall be deemed to be paid in surplus. The adopted value shall not
cover mineral deposits or other properties discovered or developed
after the date of conveyance but shall be confined to the value
accurately ascertainable or definitely known at that time.
Evidence tending to support a claim for paid in surplus under
these circumstances must be as of the date of conveyance and may
consist among other things of (1) an appraisal of the property by
disinterested authorities, (2) the assessed value in the case of
real estate, and (3) the market price in excess of the par value of
the stock or shares.”

Many taxpayers took advantage of the opening seemingly left
by this language and sought to increase their invested capital by
adding thereto excess value over stock issued for assets acquired
by them through a favorable purchase. Many corporations had
succeeded to property held in receiverships and had for a com
paratively small amount of capital stock acquired property of a
value greatly in excess of the par value of the stock given in pay-
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ment therefor. Without question they adjusted their invested
capital by adding this excess value to their book showing of
invested capital.
They were much surprised when such adjustments were dis
allowed and it was explained to them this provision of the law
was intended to cover cases where there had been no substantial
change of beneficial interest in the property paid in to the cor
poration.
Article 836 of regulations 45 of the 1918 law is much more
explicit upon this matter than was article 63 of regulations 41 of
the 1917 law, and the taxpayer cannot fail to distinguish his case
from cases in which paid-in surplus will be allowed and can
readily determine whether or not he has a valid claim under this
heading.
The requirements to submit balance-sheet showing the tax
payer’s financial status at the beginning and end of the pre-war
period and at the beginning and end of the taxable year; the
schedules in which is shown the invested capital at the beginning
of each of the pre-war years; the schedule in which are shown
all changes in outstanding capital stock from the end of the pre
war period to the beginning of the taxable year, together with
the analysis of surplus from December 31, 1910, down through
the taxable year, makes the path anything but smooth for one
who would attempt to increase his invested capital in ways that
are contrary to the regulations.

Intangibles
The government’s regulations in regard to the exclusion of
certain intangible asset values has also been the source of much
thought and controversy. It will be remembered that intangible
assets, consisting of patents, goodwill, trade names, etc., can only
be included in invested capital to the extent that the amount
represents actual cash outlay, or to a limited extent if the in
tangible was acquired in payment for stock of the corporation
prior to March 3, 1917. This method of valuation takes no
account of the developed value, no matter how far from the
present the latter may have accrued.
For example, we have seen instances where a patent was the
most valuable asset held by a taxpayer and without it his invested
capital was very seriously disproportionate to his taxable income,
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although his accounting records were proper. As a result the tax
payer was obliged to appeal to the treasury department to have
his tax assessed under the provision of section 210 of the 1917
law or under sections 327 and 328 of the 1918 law.
This course leaves the whole matter of his taxation to the
treasury department in these particularly difficult instances, and
it is assumed the taxpayer will obtain relief from the department
after it has given his case special consideration. Whether or
not the tax is equitable, when determined by the proper authori
ties, depends upon the taxpayer’s ability to describe his situation
clearly and comprehensively, so that when understood it may be
compared with others of similar nature. Adequate relief also
depends on the ability of the department to find cases fairly com
parable to his. In view of the large number of returns that have
appeals attached asking to be assessed under these relief sections
of the 1917 and 1918 laws, it would seem to devolve upon some
one to formulate a ruling that would give recognition to bona
fide cases of developed value of intangible assets. Of course, it
can readily be seen that this regulation must be most carefully
drawn in order to exclude all but intangible assets of definitely
provable worth, because it takes no stretch of the imagination to
conjure up a view of the number who would set up claims of
values attaching to patents, goodwill, trade-marks, formulae, con
tracts or other intangible assets, wholly beyond the limits of any
reasonable valuations. Nor is it difficult to foresee the almost
insurmountable obstacles in the way of deciding what would be
and what would not be fair values for these intangible assets.
Where a corporation has actually invested either cash or its
capital stock in intangible assets, the question is comparatively
simple, and it may have been the part of wisdom to limit the
admission of intangible assets to those so acquired.
Actual Outlay Versus Value at March 1, 1913

The theory that invested capital, as uniformly construed
throughout the acts and the regulations of 1917 and 1918, repre
sents actual values paid in by the stockholders (and “paid in”
also includes actual capital earned and left in by the stockholders)
and not the value of the net capital assets as at March 1, 1913,
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has caused much controversy. The arguments in favor of
determining the present worth of invested capital at March 1,
1913, are too well known for enumeration here.
If the theory of determining the worth at March 1, 1913, were
accepted and written into the regulations, it would relieve the
auditors and inspectors in the treasury department, who are now
engaged in solving the many knotty problems contained in section
210 of the 1917 law and sections 327 and 328 of the 1918 law,
from considerable responsibility and labor.
Personal Service Corporations
The exact meaning of section 209 of the 1917 law and section
200 of the 1918 law, defining personal service corporations, has
puzzled many taxpayers whose business required simply a nominal
capital and whose income flowed directly from the combined
efforts of its stockholders. Many taxpayers apparently coming
under the provisions of the above mentioned sections have been
surprised to find that their returns could not be assessed there
under.
In the 1918 law the distinction between those properly belong
ing in that category and those not so belonging is more clearly
defined* than it was in the 1917 law.
All the stock holders of a corporation may be active in the
conduct of its affairs; the profits may be primarily attributable
to the activities of the stockholders; such a corporation may only
have a nominal capital stock—but if the employment of capital
appears as an essential to the business, it will be ruled not to be a
personal service corporation. Besides having the attributes of
rendering a personal service for compensation, the employment of
capital, whether borrowed or invested by the stockholders, must
not be more than incidental. If it can be successfully argued that
the employment of capital is essential to the conduct of the busi
ness, the corporation cannot be considered a personal service
corporation.
In the consideration of such a case before a committee in the
treasury department having the responsibility of determining
whether or not a corporation’s taxes should be assessed under the
provisions of section 209 of the 1917 law, a certain corporation
* See articles 1523 to 1532 of regulations 45.
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was denied the right to be assessed under that section because it
had advanced sums of borrowed money, or funds arising from
its own undrawn profits, to one of the principals for whom it
acted as selling agent.
This corporation was one commonly classified as a close cor
poration, where its profits were directly attributable to the activi
ties of its stockholders. Its capital stock was nominal. It acted as
selling agent for several manufacturers. Its contractual rela
tions with one of its principals compelled it to make advances to
the principal on partly completed work. This money it sometimes
borrowed and sometimes drew from its own funds. It did not
handle the product it sold, that being shipped directly from the
factory of the principal. The billing, however, was done by the
corporation as agent, at a higher price than was paid to the prin
cipal. The corporation collected from the purchaser and settled
with the principal. It was held, because the agent advanced funds
to the principal, that the agent assumed responsibility for the
collection of the accounts and hence the conduct of the business
required capital.
The position taken by the department seems correct, but it also
illustrates how narrow is the line between those which can and
those which cannot be considered personal service corporations.

Excess Profits Taxes
The term excess profits tax does not accurately describe a tax
that is based on 8 per cent. of invested capital. It would seem
that the so-called war profits tax could better be described as
excess profits tax.
To say that excess profits are being taxed when a corporation’s
earnings above 8 per cent. are subject to taxation, especially in
these days of rising prices and interest rates and falling worth of
the dollar, is not a precise statement, because many corporations
could not face the hazards of their particular business if the
expected return did not exceed a greater percentage on the amount
invested.
However, it must also be remembered that the 8 per cent.
excess profits credit is based on invested capital and not upon the
actual par value of the stock outstanding, and the invested capital
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is in almost all cases greater by reason of the accumulation of
surplus. Hence, the corporation has an untaxed income usually
in excess of 8 per cent. based on its capital stock.
In instances where the corporation’s capital has become im
paired and there is a present deficit, the ruling that the excess
profits credit shall be based upon the capital stock paid in, regard
less of the fact that some part of it has been lost, seems to be fair
to the taxpayer.
The specific excess profits credit of $3,000.00 has the desired
effect of relieving the taxpayers with small incomes from the pay
ment of the excess profits tax. It also admits an element into
the law that gives some difficulty in calculating the mathematical
relation of invested capital to excess profits tax.
Another consideration in viewing the effects of the excess
profits credit must be borne in mind. While 8 per cent. on
invested capital, plus $3,000.00 of income, is apparently being
exempted from excess profits taxation, the fact may actually be
somewhat different because the law does not permit certain
legitimate expenses of a business to be deducted. Reference is
here made to donations, insurance premiums on the life of an
officer or employee where the taxpayer is the beneficiary, the
charges to unallowable reserves, etc.
It is not unusual to find a corporation, in which excess profits
tax is a high percentage of its actual income, whose percentage of
these taxes to taxable income is many points lower.
It would seem that the regulations with reference to dona
tions by corporations could be modified to permit deductions for
donations and contributions made to the Red Cross, Y. M. C. A.,
Y. W. C. A., K. of C., and like benevolences, even though there
be no direct benefit therefrom flowing to the donor, without open
ing the door to evasion of tax.

Taxable Income
One cannot study the present forms for setting forth the facts
concerning invested capital and taxable income without a feeling
of admiration for the prevision and skill of those who devised it.
For the first time many taxpayers have seen a sort of panoramic
view of their business by observing the statistics required by the
1918 return. These taxpayers apparently were not aware of the
valuable information contained in their books of account, but now
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have a greater appreciation of the possibilities for increased con
trol of their financial destiny which proper accounting affords.
Many of them also learned for the first time that there is an inti
mate and precise relation between capital and income; and some
things they have said about either or both in former tax returns
cannot now be squared with the schedules required in the present
forms.
A comparison of the 1917 law and the regulations thereunder
with the 1918 law and regulations discovers a very marked im
provement in the language of the latter, in that it is more definite
and comprehensive.
Numerous defects that were found in the 1917 law and regu
lations have been eliminated and many puzzling features have been
cleared up. This is especially true in regard to depreciation.
Obsolescence, which is a definite element of cost in some in
dustries, has been recognized and rules have been laid down for
the determination of deductible depreciation that are in conformity
with sound business and accounting principles.
The 1918 regulations as to depletion have also been stated
more clearly, and the inequities apparent in the 1917 law and
regulations have been eliminated. The extension of the base upon
which depletion can be taken to include the “fair market value
within thirty days after the date of discovery in the case of
mines, oil and gas wells, discovered by a taxpayer after February
28, 1913, where the fair market value is materially dispropor
tionate to the cost” is one instance of the elimination of an inequity
in the former regulations. Another instance is the extension of
the base to permit a lessee to include the fair market value of the
lease at February 28, 1913, and the allowing to him of similar
values for discovered deposits of minerals, oils or gas.
The article relating to the apportionment of depletion between
lessor and lessee removes the cause of much controversy attendant
upon administering the 1917 law.
Relation of Invested Capital to Excess Profits Tax
Considering now the thought underlying the subject of this
paper brings into view the most important result to taxpayers of
the application of the law, though to accountants it has not taken
on the same degree of interest.
282

Relation of Invested Capital to Excess Profits Tax

The taxpayer’s interest arises from his desire to know to what
extent his net income is to be affected by the application of the
excess profits tax.
In the remaining paragraphs of this paper will be taken up
the mathematical relationship between invested capital and excess
profits tax.
Under the rates of taxation prescribed by section 301 of the
1918 revenue act for the year 1918, the following rule will be
found to apply in the determination of the relation of excess
profits tax to invested capital, in cases where the invested capital
is in excess of $25,000.
When the taxable income is in excess of $3,000 plus
8 per cent. of the invested capital and not in excess of
20 per cent. of the invested capital.
Multiply the invested capital by three-tenths
of one per cent. for each per cent. of the excess
over 8 per cent. and from the result deduct
$900.
When the taxable income is in excess of 20 per cent.
of invested capital
Multiply the invested capital by sixty-five one
hundredths per cent. for each percentage point
above 20 per cent.:
Add 3.6 per cent. of the invested capital and
from the result deduct $900.
The following rule will apply in cases where the invested
capital is less than $25,000.
When the taxable income is in excess of $3,000 plus
8 per cent. of the invested capital
Multiply the invested capital by sixty-five
one hundredths of one per cent. for each per
centage point above 8 per cent. and from the
result deduct $1,950.
Under the rates prescribed in section 301 pertaining to 1919,
the rule is as follows:
When the taxable income is in excess of $3,000 plus
8 per cent. of the invested capital and not in excess of
20 per cent. of the invested capital
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Multiply the invested capital by two-tenths
of one per cent. for each per cent. of the excess
over 8 per cent., and from the result deduct
$600.
When taxable income is in excess of 20 per cent. of
the invested capital
Multiply the invested capital by four-tenths
of one per cent. for each percentage point above
20 per cent.; add 2.4 per cent of the invested
capital and from the result deduct $600.
The following rule will apply in cases where the invested
capital is less than $25,000.
When the taxable income is in excess of $3,000 plus
8 per cent. of the invested capital
Multiply the invested capital by four-tenths
of one per cent. for each percentage point above
8 per cent. and from the result deduct $1,200.
Limitations of Section 302
The above rules do not apply if the tax upon the taxable
income is subject to the limitation provided in section 302.
This section provides that the tax imposed by the 1918 rate
contained in section 301 shall not be in excess of 30 per cent. of the
net income in excess of $3,000, and not in excess of $20,000, plus
80 per cent. of the net income in excess of $20,000.
It also provides that the tax imposed by the 1919 rates con
tained in section 301 shall not be in excess of 20 per cent. of the
net income in excess of $3,000 and not in excess of $20,000, plus
40 per cent. of the net income in excess of $20,000.
These limitations upon the tax imposed by section 301 present
some interesting mathematical problems, the solution of which
shows the particular conditions that must be present if section 302
is to be effective, rather than section 301, in the computation of
the excess profits tax.
The rules that govern in cases where the taxation is calculated
under section 302 rather than under section 301, are as follows:

Under 1918 Rates
If invested capital is less than $74,468.09, the taxpayer may
be benefited by the limitations of this section.
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When the invested capital is between $25,000 and $74,468.09
the rates under section 302 will begin to be effective when the tax
able income is 26 6/7 per cent. of the invested capital and will cease
to be effective when the said income represents the remainder
derived from deducting 62 2/3 per cent. of the invested capital
from $66,666.67. The limitation attains its maximum when the
income is $20,000. The maximum limitation at this point repre
sents a saving of $7,000 minus 9.4 per cent. of the invested capital.
For invested capital less than $25,000 the limitation will begin
to be effective when the taxable income is equal to the sum of
14 6/7 per cent. of the invested capital and $3,000 and will cease
to be effective when the income is equal to $59,666.67 minus
342/3 per cent. of the invested capital.
The limitation here attains its maximum when the income is
$20,000 and this maximum benefit will be $5,950 minus 5.2 per
cent. of the invested capital.

Under 1919 Rates
If invested capital is less than $71,428.58 the taxpayer may be
benefited by the limitations of this section.
When invested capital is an amount between $25,000 and
$71,428.58 and the taxable income is in excess of 28 per cent. of
the invested capital, the rates prescribed by section 302 will be
effective. The saving in taxes effected by the application of sec
tion 302 to the computation will be 20 per cent. of the amount
by which the taxable income exceeds 28 per cent. of invested
capital provided the said income is not in excess of $20,000.
The maximum saving to the taxpayer is attained when the
income is $20,000 and the saving remains constant for all income
in excess thereof.
The maximum saving is equal to $4,000 minus 5.6 per cent. of
the invested capital.
When invested capital is less than $25,000 the saving to the
taxpayer begins when his income is equal to the sum of 16 per
cent. of his invested capital and $3,000 and the saving is equal
to 20 per cent. of the amount by which the income exceeds this
limit.
As in the former case the saving becomes a constant when
the income has reached $20,000 and is then equal to $3,400 minus
3.2 per cent. of the invested capital.
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EDITORIAL

Fair Examination
Now that we seem to be approaching the long desired estab
lishment of uniformity in accounting examinations throughout
the United States, it is opportune to consider what constitutes a
fair and effective examination of the men and women who seek
to enter the field of professional accountancy.
It is obvious that an examination, either written or oral, is
not always a fair test, but in the absence of some other means of
verifying the candidate’s own opinion of his capabilities an exam
ination technical in character must stand as the general method
of proof.
The inescapable factors of personality and temperament pre
vent a common satisfaction in results. Every candidate for exam
ination is nervous, and probably at least fifty per cent, of those
who sit for examinations do not do themselves justice. They are
working under abnormal conditions, with a time limit before them,
with no possibility of consultation or calm deliberation, and yet,
in spite of these handicaps, they are expected by many examiners
to present papers of a finished and flawless nature.
Furthermore, in many cases the examination follows a period
of intensive study which leaves the candidate in a condition pecu
liarly susceptible to the influence of nerves.
In the quest for fair examination these factors cannot be over
looked.
With all the facts duly considered, however, it must be con
ceded that an examination offers the candidate the best known
way of demonstrating that he is what he believes himself to be.
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There are forty-six states of the United States having laws
providing for the certification of public accountants after examina
tion. In the great majority the boards of examiners are animated
by a desire to present an impartial and reasonable examination to
the candidates; but there have been some departures from fair
ness which may have reflected an unfavorable light upon examin
ing boards as a whole.
On the one hand we have the extreme case of a board which
succeeded in passing two per cent. of its candidates, and on the
other hand the equally undesirable extreme of a board which
passed every candidate. Between these two points the examina
tions run the whole range of justice and injustice.
Apparently some state boards in the past have been chiefly
concerned with an effort to convince the public of their innate
cleverness. They have presented questions which it would be
ridiculous to expect a candidate to answer without reference to
authorities, and as a result they have excluded many men fully
qualified to practise as public accountants. Out of this condition
has grown the quite frequent allegation that accountants are trying
to build up a close corporation by preventing newcomers.
Some of the boards of the states which have been guilty of
this exclusiveness were probably quite honest. They confused
difficulty with high standards, whereas, in point of fact, diffi
culty may have no bearing whatever upon standards.
We could set an examination in metaphysics which neither we
nor anyone else could answer. What would be gained thereby?
Would we have benefited the world and its inhabitants?
Has the so-called riddle of the sphinx added anything to
human knowledge? Yet we must admit that it has the merit of
difficulty. It is a lamentable error to make a fetish of difficulty.
The school master who set his class an examination based upon
ambiguities, vagueness, catch questions and the like would not
shine long or brilliantly in the scholastic firmament.
This brings us back to our starting point: an examination
should be fair—an assertion axiomatic but often forgotten.
What is the purpose of examination if not to bring out evi
dence of the ability of the person examined? Too many exam
iners in accounting have labored under the impression that
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examination is a gate, the hinges of which should turn reluctantly,
even rustily. In consequence we have the just complaint that
accountancy is a field into which entry is too hardly achieved.
What business needs is accountants—more and more of them.
It asks that they be prepared for the duties to be borne and that
when prepared they be admitted. In far too many instances the
gate has been practically closed against both the fit and the unfit.
These things are well known in the profession, and the need
for reformation is acknowledged. Who can supply the solution?
Surely the examining board of the national organization can and
we believe will make full response to the demand.
Twice in every year the American Institute of Accountants
conducts its oral and written examinations of applicants, and
approximately thirty state boards of examiners employ the same
written questions for candidates who present themselves to such
boards for examination. We are therefore coming within view of
national uniformity—a tremendous achievement in itself.
With standardized examination a fact, we must be sure that
it is fair.
Is the institute’s examination fair?
We believe that a qualified professional accountant who has.
been in practice four years should be able to satisfy the require
ments of the examiners as set forth in the examinations which so
far have been presented. We are confident also that an unqualified
man—one not fitted to render professional service to the public—
could not pass the test. This seems to be proof of the fairness
and efficacy of the standard examination.
How has the institute’s board attained the desired result?
The answer to this question lies chiefly in the fact that the board
has kept ever in mind that the young men and women in the pro
fession have not and cannot have had quite so broad and compre
hensive an experience as have the examiners themselves. The ob
jective seems to be a friendly inquiry into the candidate’s ability
and knowledge, not expecting or demanding the breadth of vision
which can only be attained through many years of experience, but
insisting resolutely that there be a proper foundation upon which
to build—a foundation whereon the profession in the coming
years may rest secure.
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Surely a fair, reasonable and searching test is the ideal stand
ard, better infinitely than the mere piling of difficulty on difficulty
to the confusion of candidate and the misguided self-satisfaction
of the examiner.
And if experience be the teacher, as we learned in the Latin
hours of our school-days, we may feel no doubt of the outcome,
for the institute’s standards are being adopted with a readiness
not to be found among those who are unconvinced.
With fairness, not difficulty, for its watchword the profession
will extend a welcome to every proper applicant.
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ANNUAL MEETING, CINCINNATI, OHIO, SEPTEMBER 16 AND
17, 1919
Tuesday, September 16, 1919—First Session
The regular annual meeting of the American Institute of Accountants
was called to order at 10 A. M., Tuesday, September 16, 1919, at the
Hotel Sinton, Cincinnati, Ohio, President Waldron H. Rand presiding.
The meeting was opened with prayer.
Addresses of welcome were delivered by Samuel W. Bell, presiding
judge of the municipal court of Cincinnati, and Henry G. Frost, president
of the Cincinnati Business Men’s Club.
The president briefly responded to the addresses of welcome.
Minutes of the preceding meeting as published in the year-book were
approved without reading.
The president then presented his report,* which was accepted.
The report † of the council, including the report of the executive com
mittee, was read and accepted.
Robert H. Montgomery moved that an effort be made to obtain ad
ditional subscriptions to the endowment fund. This motion was unani
mously adopted.
On the call for subscriptions an amount of $11,250 was pledged by
members present.
A rising vote of thanks was given to Mr. Montgomery in apprecia
tion of the result of his efforts.
Harvey S. Chase, a member of the committee on federal legislation
suggested that members should give their support to bill No. 1201 of the
house of representatives introduced by Representative James W. Goode,
calling for the establishment of a national budgetary system.
After consideration of the report of the committee on constitution and
by-laws the following amendments to the constitution and by-laws were
adopted:
Article IV, section 1 of the constitution:
In the first line omit “eleven” and insert “twelve.”
After ninth line add “Ethical publicity.”
Add to article VI, section 1 of the constitution the following:
“Mail ballots shall be valid and counted only if received within sixty
days after date of mailing ballot forms from the office of the institute.”
Add to article I, section 15 of the by-laws the following:
“Mail ballots shall be valid and counted only if received within sixty
days after date of mailing ballot forms from the office of the institute.”
* See page 241.
† Reports of officers, council, board of examiners, committees and auditors will ap
pear in the Year-book of the American Institute of Accountants.
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After article V, section 1 of the by-laws add a new section as follows:
“Section 2. No person whose membership shall have been forfeited for
non-payment of dues or other sum due by him to the institute may be
reinstated, but a member or an associate who shall resign while in good
standing may be reinstated by a three-fourths vote of the members of the
council present and voting at any regular or special meeting of the council,
providing the person applying shall submit with his application for rein
statement the amount of dues and assessments, subscriptions, etc., not in
any case to exceed $25.00, which would have been payable by him if he had
continued in membership from the time of resignation to the date of ap
plication for reinstatement. No person shall be considered to have re
signed while in good standing if at the time of his resignation he was in
debt to the institute for dues or other obligations.”
It was resolved that members of the institute should be encouraged to
use the title “Members (or Associates) of the American Institute of
Accountants” when proper use could be made of that expression.
A motion that members be allowed to describe themselves as “M. A. I.
A.” and associates as “A. A. I. A.” was lost.
Upon an informal report from the library that a complete bibliography
of accounting subjects was in course of preparation and would probably
be completed within the next few months, members were asked to indicate
whether or not they would be willing to subscribe for such a bibliography.
It was stated that the cost of production would make it necessary to
charge $10.00 a copy for the complete work.
Nearly every member present indicated his willingness to subscribe to
such a work of reference.

Tuesday, September 16, 1919—Second Session
A paper entitled Capital Stock of No Par Value by F. H. Hurdman
was read and followed by discussion.
A rising vote of thanks was accorded Mr. Hurdman for his paper.
The reports of the treasurer and auditors were presented and accepted.
The report of the special committee on subsidiary organizations was
read and accepted. This report was followed by a general discussion.
The following resolution was unanimously adopted:
Resolved, that it is the sense of this meeting that audit companies
and similar organizations are detrimental to the best interests of the
accounting profession.
It was resolved further that this action be communicated to the com
mittee on constitution and by-laws with the request that it formulate such
amendments as in its opinion would carry out this expression.
A letter, addressed by a member of the institute to the council, suggest
ing that a section of the institute be formed comprising accountants who
specialize in cost work, was received.
Introduction of this letter was followed by general discussion.
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Wednesday, September 17, 1919—First Session
The following officers and members of the council were unanimously
elected:
President: Waldron H. Rand.
Vice-presidents: Arthur W. Teele and H. Ivor Thomas.
Treasurer: J. E. Sterrett.
Council for five years:
Hamilton S. Corwin
Edward E. Gore
Charles S. Ludlam
Overton S. Meldrum
Charles Neville
Adam A. Ross
C. M. Williams
For three years:
W. Ernest Seatree
For one year:
E. G. Shorrock
Auditors:
C. E. Iszard
Wm. R. Tolleth
A paper entitled Consolidated Accounts by George R. Webster was
read and followed by discussion.
A rising vote of thanks was accorded Mr. Webster.
At the suggestion of members of the board of examiners of the Insti
tute who were present an informal meeting of representatives of state
boards of accountancy was called to convene immediately following the
adjournment of the session.
Wednesday, September 17, 1919—Second Session
At the request of Edward E. Gore, chairman of the special committee
on increased membership, Fayette H. Elwell, president of the American
Association of University Instructors in Accounting, presented a brief
suggesting that instructors in accounting be encouraged to take the examin
ations of the American Institute of Accountants.
The matter was referred to the appropriate committee.
A paper entitled Relation Between Invested Capital and Excess Profits
by Stephen G. Rusk was read and followed by discussion.
A rising vote of thanks was accorded Mr. Rusk.
A vote of thanks and appreciation to the committee on meetings was
unanimously carried by a rising vote.
The meeting adjourned.
COUNCIL
Regular Meeting, Monday, September 15, 1919
The regular annual meeting of the council of the American Institute of
Accountants was called to order at 10 A. M., Monday, September 15, 1919,
at the Hotel Sinton, Cincinnati, Ohio.
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The following were present:
Waldron H. Rand, president, in the chair
E. G. Shorrock, vice-president
A. P. Richardson, secretary
Harvey S. Chase
Overton S. Meldrum
J. D. M. Crockett
Robert H. Montgomery
W. Sanders Davies
Carl H. Nau
John F. Forbes
Charles Neville
Edward E. Gore
John B. Niven
Elmer L. Hatter
Ernest Reckitt
William P. Hilton
W. A. Smith
J. Porter Joplin
Edward L. Suffern
Page Lawrence
Frederic A. Tilton
W. R. Mackenzie
William F. Weiss
J. E. Masters
F. F. White
James S. Matteson
C. M. Williams
The meeting was opened with prayer.
The minutes of the preceding meeting as printed were approved.
Record of mail ballot No. 9 on admission of members and associates
was read and approved as part of the minutes.
In view of protests made against the election of two members the
council resolved to give further consideration to the election of the two
members concerned.
After consideration the council resolved to reject the application of
one applicant against whom protest had been made, and to refer to the
board of examiners the protest against another applicant with a request
that the board report to the executive committee after consideration of
the information which had been presented.
The report of the treasurer was received and referred to the auditors.
The report of the secretary was received and ordered printed.
It was resolved that the recommendation in the secretary’s report that
members of the institute should be encouraged to describe themselves as
such was referred to the general meeting.
It was resolved that subscribers to the endowment fund whose sub
scriptions were overdue should be notified that these subscriptions will be
considered due at the date of the next spring meeting of the council,
Monday, April 12, 1920, and that attention be drawn to the fact that under
article V of the constitution those in arrears will forfeit membership in
the institute unless payment be made within five months thereafter.
It was resolved that in view of the high cost of printing and paper the
1919 Year-book be produced in condensed form following the style of the
1918 publication.
The report of the board of examiners was read and accepted.
The recommendations contained in the report relative to the impor
tance of having a quorum of the board always available were referred to
the incoming council.
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It was resolved that the committee on education be instructed to col
laborate with the board of examiners in the preparation of a list of text
books for study preparatory to the examinations, and further that the
committee be requested to present such report to the executive committee
by December 1, 1919.
The meeting adjourned until 2 P. M.
Upon resumption of business at 2 P. M. a member of the institute
appeared voluntarily to explain his connection with an audit company con
cerning which complaint had been made. There were no charges under
consideration. A vote of thanks was accorded the member in question
for his attendance.
The report of the executive committee was read and approved.
The opinion expressed by the executive committee that in the case of a
vacancy in the board of examiners it could be filled by the executive com
mittee was ratified.
Recommendation of the executive committee that members seventy
years of age should be exempt from payment of dues after being ten years
in membership was referred to the committee on constitution and by-laws.
The report of the committee on constitution and by-laws was referred
to the general meeting.
The recommendation of the committee on professional ethics that the
following rule of conduct be adopted was unanimously approved:
(11) “No member shall render professional service, the anticipated
fee for which shall be contingent upon his findings and consequent results
thereof.
“This rule shall be construed as inhibiting only service in which the
accountant’s findings or expert opinion might be influenced by considera
tions of personal financial interest in alternative findings or opinions.”
The following amendment of rule I was adopted:
(1) “A firm or partnership, all the individual members of which are
members of the institute (or in part members and in part associates, pro
vided all of the members of the firm are either members or associates)
may describe itself as “Members of the American Institute of Account
ants,” but a firm or partnership, all the individual members of which are
not members of the institute (or in part members and in part associates)
or an individual practising under a style denoting a partnership when in
fact there be no partner or partners, or a corporation or an individual
or individuals practising under a style denoting a corporate organization
shall not describe themselves as “Members of the American Institute of
Accountants.”
Upon motion by the chairman of the committee on arbitration it was
resolved that the committee on ethics be requested to consider the ques
tion—
First, whether a member of the institute employing an accountant in
the employ of another member of the institute, in the absence of a definite
contract specifying the amount of his compensation, may dispute the
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amount charged for his services when such charge is within the amount
ordinarily received by accountants for the services of their employees.
Second, whether any obligation rests upon an accountant who has fur
nished the services of an employee to a fellow accountant to await the
collection of the account rendered against the client of the accountant to
whom the accommodation has been extended, or whether he may reason
ably expect the amount due him to be paid upon ordinary commercial
terms.
The report of the committee on budget and finance was read and
adopted.
It was resolved that the report of the committee on education should
be accepted after expunging certain clauses.
The report of the committee on publication was read and accepted.
The suggestions contained therein were approved.
In addition to the written report of the committee on increased mem
bership the chairman briefly outlined the activities of the committee.
The report of the committee on subsidiary organizations was referred
to the general meeting for consideration.
A communication from C. B. Williams suggesting the creation of a cost
accounting section of the institute was referred for consideration to the
general meeting.
It was resolved that the committee on federal legislation be requested
to take action as soon as possible to obtain the same extension for the
filing of corporation income tax returns in 1920 that was granted in 1919.
The meeting adjourned.

Regular Meeting, Thursday, September 18, 1919
The regular meeting of the council of the American Institute of
Accountants was called to order at 10 A. M., Thursday, September 18, 1919,
at the Hotel Sinton, Cincinnati, Ohio.
The following were present:
Waldron H. Rand, president, in the chair
A. P. Richardson, secretary
James S. Matteson
Harvey S. Chase
J. D. M. Crockett
Overton S. Meldrum
W. Sanders Davies
Robert H. Montgomery
Carl H. Nau
John F. Forbes
John B. Niven
J. S. M. Goodloe
Edward E. Gore
Ernest Reckitt
E. G. Shorrock
Elmer L. Hatter
William P. Hilton
W. A. Smith
Edward L. Suffern
J. Porter Joplin
Frederic A. Tilton
Page Lawrence
F. F. White
W. R. Mackenzie
C. M. Williams
J. E. Masters

295

The Journal of Accountancy
A. P. Richardson was re-elected secretary at the rate of compensation
provided in the budget.
The following were elected members of the executive committee for
the ensuing year:
H. S. Corwin
W. Sanders Davies
J. E. Masters
John B. Niven
E. W. Sells
The following were elected to the board of examiners for the term of
three years:
F. H. Hurdman
J. C. Scobie
Arthur W. Teele
It was resolved that any member of the board of examiners who shall
fail to attend all meetings of the board of examiners during a period of
six months shall cease to be a member of the board.
It was resolved that hereafter at annual meetings of the American Insti
tute of Accountants arrangements should be made to hold meetings of
representatives of state boards of accountancy and that notices of such
meetings should be distributed prior to the date of the meeting.
The following were elected to the committee on professional ethics for
the ensuing year:
Carl H. Nau, Chairman
J. D. M. Crockett
J. Porter Joplin
T. Edward Ross
Charles H. Tuttle
A supplementary report of the auditors was referred to the executive
committee with power.
Upon suggestion by the chairman of the committee on professional
ethics the following language was substituted for the present language of
rule 9:
“For a period not exceeding two years after notice by the committee
on ethical publicity no member or associate shall be permitted to distribute
circulars or other instruments of publicity without the consent and ap
proval of said committee.”
The chairman of the committee on state legislation recommended that
the Alabama law be accepted by the institute as satisfactory. The sug
gestion was approved.
It was resolved that the committee on professional ethics should be
empowered to make changes in the language in the rules of professional
conduct in order to simplify the phraseology without changing the meaning
or purpose of any rule.
The meeting adjourned.
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Edited

by

John B. Niven

A conclusion, liberal in its interpretation, has been reached by the com
missioner of internal revenue with regard to losses from depreciation or
obsolescence of intangibles by distillers and liquor-dealers, as a conse
quence of the ratification of the prohibition amendment to the constitution.
This conclusion is recorded in two letters published below, sanctioning
the deduction of the demonstrable loss from this source of the value of
assignable goodwill, trade-marks or trade brands. The amount of loss is
determined by the value at March 1, 1913, or the cost of acquisition, de
pending on whether the intangibles were acquired or established prior to
that date or acquired subsequently. Recognition that a deductible value
may be proved for intangibles developed prior to March 1, 1913, establishes
a precedent that might, conceivably, have far-reaching consequences. It
contemplates the capitalizing of income and its relation to capital invest
ment, and full statistical information on this point is required.
The time for deduction of the amount of loss is settled in the second
letter, in which the period of obsolescence is finally made dependent on
the constitutional amendment, instead of on the enactment of the war
prohibition measure. Because the series of state ratifications began in
January, 1918, the period of amortization is set at the interval between
January 31, 1918, and January 16, 1920, when the amendment becomes
effective. The present value at January 31, 1918, of the income to be
derived between these dates is said to be the value of the intangible assets
at January 31, 1918,—although we presume the present value of the excess
of that income over the normal return on capital is really meant—and this
value is the loss to be pro-rated over the approximate period of two
years. In addition, the excess of the full cost of the intangibles (or their
value at March 1, 1913) over the value at January 31, 1918, may also be
deducted in the first taxable year closed after January 31, 1918, as ob
solescence actually accrued.
One new treasury decision (T. D. 2916) is published. It supplements,
without superseding, the regulations on depletion deductions for timber.
Value at March 1, 1913, must be determined in the light of conditions at
that date, uninfluenced by such considerations as subsequent intensive de
velopments in the industry, now enhancing the value; and the basis for
depletion allowances must, as in other depleting assets, be unit cost. For
this purpose the timber content must be calculated, if only by way of
estimate, with the usual privilege of revising the calculation in the light of
greater knowledge, and distributing the balance of the cost over the new
aggregate quantity.
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TREASURY RULINGS
(T. D. 2916, September 5, 1919.)
Market value of timber.
Providing for the addition of two new articles, regulations 45, in regard to
the determination of the fair market value and quantity of timber.
The final edition of regulations No. 45 is amended by the insertion of
two new articles to be known as article 234 and article 235, as follows:
Art. 234. Determination of fair market value of timber.—Where
the fair market value of the property at a specified date in lieu of the
cost thereof is the basis for depletion and depreciation deductions, such
value must be determined, subject to approval or revision by the com
missioner, by the owner of the property in the light of the most reliable
and accurate information with reference to the condition of the property
as it existed at that date, regardless of all subsequent changes, such as
changes in surrounding circumstances, in methods of exploitation, in degree
of utilization, etc. The value sought should be that established, assuming a
transfer between a willing seller and a willing buyer as of that particular
date. No rule or method of determining the fair market value of timber
property is prescribed, but the commissioner will give due weight and
consideration to any and all facts and evidence having a bearing on
the market value, such as cost, actual sales, and transfers of similar prop
erties, market value of stock or shares, royalties and rentals, value fixed
by the owner for purposes of the capital-stock tax, valuation for local or
state taxation, partnership accountings, records of litigation in which the
value of the property was in question, the amount at which the property
may have been inventoried in probate court, disinterested appraisals by
approved methods, and other factors. For depletion purposes the cost of
the timber or its fair market value at a specified date shall not include
any part of the cost or value of the land.
Art. 235. Determination of quantity of timber.—Each taxpayer claim
ing a deduction for depletion is required to estimate with respect to each
separate timber account the total units (feet board measure, cords, or
other units) of timber reasonably known or on good evidence believed to
have existed on the ground on March 1, 1913, or on the date of acquisition
of the property, as the case may be. The taxpayer, according to his best
knowledge and belief and in the light of the most accurate and reliable
information, will estimate the number of units of timber actually present
upon the specified date; this estimate will state the number of units which
would have been found present by a careful estimate made on the specified
date with the object of determining 100 per cent. of the quantity of timber
which the area would have produced on that date if all of the merchantable
timber had been cut and utilized in accordance with the standards of
utilization prevailing in that region at that time. If, subsequently, during
the ownership of the taxpayer making the return additional units of timber
are found to be available for utilization as the result of the growth of
the timber, of closer utilization of the timber, of the utilization of species
of trees not formerly utilized, of underestimates of the quantity of
timber available on the specified date, etc., which were not taken into
account in estimating the number of units for purposes of depletion, or if
it shall be found in the course of operation that timber included in the
estimate is not merchantable as the result of deterioration through rot or
otherwise, or that the original estimate was too great, a new estimate of
the recoverable units of timber (but not of the cost or the fair market
value at a specified date) shall be made and when made shall thereafter
constitute a basis for depletion. In the selection of the unit or units of
estimate the custom applicable to the given type of timber in the given
region should be considered.
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Allowance for obsolescence of goodwill, trade-marks, and trade brands
in the case of distillers, dealers in liquors, etc.—Receipt is acknowledged
of your letter of March 12, 1919, in which you request a ruling to the effect
that distillers and dealers in liquors may for the year 1918 take a reasonable
amount for obsolescence of goodwill, trade-marks, and trade brands, the
value of which has been impaired or destroyed by prohibition legislation.
In reply you are advised that a reasonable allowance for obsolescence of
such assets may be taken by distillers and dealers in liquors against earn
ings between November 21, 1918, the date upon which the agricultural
appropriation act, providing for war-time prohibition was enacted, and
July 1, 1919, the date upon which the war-time prohibition is to become
effective. To sustain a claim for a deduction for obsolescence in respect
of goodwill, trade-marks, or trade brands, the taxpayer must show that the
value of the property in question has been destroyed or will be destroyed
not later than June 30, 1919, and that the taxpayer is not continuing in
any similar trade or business. An allowance will be made only in respect
of such assets as are assignable as distinguished from those attaching
to the individuals owning or conducting the business or to the premises at
which it is being or has been conducted. No allowance for obsolescence
will be made in any case where, in connection with the operation of his
previous business, the taxpayer has developed a goodwill, trade-mark, or
trade brand, that will be valuable in continuing a lawful business after
June 30, 1919.
The values will be based on those as at March 1, 1913, if the goodwill,
trade-marks, or trade brands were acquired os established prior to that
date, or at the actual cost thereof, if acquired subsequent to February 28,
1913.
Information helpful in establishing the values would be of the following
general character:
A. Where the goodwill, trade-marks, or trade brands were acquired
prior to March 1, 1913:
1. The nature of business (whether distillers, wholesalers, or retailers,
or a combination thereof).
2. Date of foundation of business and whether organized as an indi
vidual, partnership, or corporation. Also date and particulars of each
change in the ownership or form of organization of the business, such as
the admission or retirement of a partner or partners; the incorporation of
a company and of each reorganization thereof.
3. In respect to the trade-marks or trade brands for which a deduc
tion is claimed:
(a) The date established and by whom.
(b) The date of acquisition by the present owners.
(c) The price paid therefor and whether paid in cash or stock; if the
latter, state the basis of the valuation on which the purchase price was
determined.
(d) For each year from 1900 or the date of the establishment of the
trade-mark or trade brand, if subsequent to that year to 1919 inclusive:
(I) Annual sales (quantity and amount).
(II) The gross profit on sales (i. e., the difference between the selling
price and the cost price of the merchandise sold).
(III) The total expenses and losses of the business which, when
deducted from the gross profit on sales, will produce—
(IV) The net income.
Where the records permit, the sales and gross profit on sales should
be submitted for each class of merchandise sold and, if possible, for each
trade-mark or trade brand in respect of which a deduction is claimed.
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(V) The amount of capital invested in the business (i. e., capital or
capital stock and paid-in or earned surplus and undivided profits) as at
the beginning of each year.
(VI) The amount included in the invested capital at the beginning of
the period in respect of goodwill, trade-marks, or trade brands and the
date and amount of each subsequent addition to the goodwill, trade-marks,
or trade brands.
(e) Full details of each offer to purchase any of the trade-marks or
trade brands, setting forth in particular the date of each offer, by whom
and on whose behalf made: the amount of each offer, and whether payable
in cash or stock; and the date or dates on which the purchase price was
proposed to be paid, and the amounts to be paid on each such date.
4. Where a deduction is claimed in respect of goodwill, as distinct
from trade-marks or trade brands, the following information should be
submitted:
(a) The date of acquisition, and from whom acquired.
(b) The amount paid therefor and whether paid in cash or in stock.
If the latter, state the basis of the valuation on which the purchase price
was arrived at.
(c) For each year from 1900 or the date of acquisition, if subse
quent to that year, to 1919, inclusive.
(I) The annual sales of the business (quantity and amount) classified,
if possible, as to the various kinds of merchandise sold.
(II) Gross profit on each class of merchandise sold, or if the records
do not disclose the information, the gross profit of the business as a whole.
(III) Total yearly expenses and losses of the business which, when
deducted from the gross profit on sales, will produce—
(IV) The net income from the business.
(V) The amount of capital invested in the business (i. e., capital or
capital stock and paid-in or earned surplus and undivided profits), as at
the beginning of each year.
(VI) The amount included in invested capital at the beginning of the
period in respect of goodwill and the date and amount of each subse
quent addition to goodwill, trade-marks, and trade brands.
(d) Full details of each offer to purchase the goodwill, setting forth in
particular the date of each offer; by whom and in whose behalf made; the
amount of each offer and whether payable in cash or in stock, and the
date or dates on which the purchase price was proposed to be paid, and
if on more than one date, the amount payable on each such date.
B. Where goodwill, trade-marks, or trade brands were acquired subse
quent to February 28, 1913:
(1) Dates of acquisition of goodwill or of each trade-mark or trade
brand.
(2) From whom acquired.
(3) Purchase price of goodwill or of each trade-mark or trade brand.
(4) Whether purchased for cash or stock; if the latter, state the basis
of the valuation on which the purchase price was arrived at.
Similar information to that suggested in A—3d and 3e, and in A—4
should also be furnished for each of the five years prior to the date of
acquisition, and for each year thereafter up to and including the year 1919.
C. In the case of goodwill, trade-marks, and trade brands acquired
prior to March 1, 1913, a statement should be submitted showing the
development of prohibition and local option laws within the territory of
the taxpayer during the five years preceding March 1, 1913. Such state
ment should show each prohibition or local option law enacted by any
State or other governmental unit within the business territory of the tax-
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payer, and should also state the unsuccessful efforts at such legislation
during such period. (Letter to Mr. Levi Cooke, Washington, D. C., signed
by Commissioner Daniel C. Roper, and dated June 21, 1919.)

Allowance for obsolescence of goodwill, trade-marks, and trade brands
in the case of distillers, dealers in liquors, etc.—This department has con
sidered the request contained in your letter of June 23 last for a modifica
tion of the ruling relative to obsolescence of goodwill, trade-marks and
trade brands, of distillers and dealers in liquors, the value of which has
been impaired or destroyed by prohibition legislation, contained in this
department’s letter to you of June 21. The particular modification you
desire is an extension of the period set forth in the ruling above referred
to against the earnings of which the obsolescence may be taken as a
deduction.
In reply you are advised (1) that distillers and dealers in liquors are
entitled to make a deduction (based upon actual cost or fair market
value as of March 1, 1913) from gross income, on account of depreciation
or obsolescence of their intangibles, such as goodwill, trade-marks, trade
brands, etc., such deduction being limited to assignable assets, the value of
which has been destroyed by prohibition legislation, and (2) that in arriv
ing at the taxable income for the first taxable year ending on or after
January 31, 1918, the obsolescence fully accrued on that date is to be
allowed as a deduction in computing the income subject to taxation under
the Revenue Act of 1918, plus a further deduction of such proportion of
the remaining value of the intangible assets as the interval between Janu
ary 31, 1918, and the end of the taxable year bears to the total interval
between January 31, 1918, and January 16, 1920, (unless at an earlier date
the taxpayer discontinues his business, in which case such earlier date shall
mark the close of the period), and (3) that for any taxable year following
the taxable year just referred to a deduction in respect of the value of
such intangible assets on January 31, 1918, based upon a ratable dis
tribution will be permissible.
It is the opinion of the department that the ratification of the 18th
amendment in the month of January, 1918, by the States of Massachusetts,
Maryland, and Kentucky, was the first definite indication that the pro
hibition amendment would be ratified by the requisite number of State
Legislatures, and therefore that on January 31, 1918, a computable portion
of the costs of goodwill, trade-marks, trade brands, or the value thereof,
on March 1, 1913, if acquired prior thereto (excluding any intangibles ac
quired since that date, the expenditures of which were deductible and had
been deducted in computing income for tax purposes) had become ob
solescent. On January 31, 1918, the intangible assets had an actual value,
viz.: the then present value of the income to be derived therefrom be
tween that date and January 16, 1920, or at an earlier date should the tax
payer discontinue his business prior thereto. This value as stated above
should be distributed ratably over the period from January 31, 1918, to
January 16, 1920, (unless at an earlier date the taxpayer discontinues his
business, in which case such earlier date shall mark the close of the
period). The excess of the cost of the intangibles or the value thereof, on
March 1, 1913, if acquired prior thereto (subject to the exclusions men
tioned above), over the value thereof, as of January 31, 1918, determined
as outlined above, will represent the amount of obsolescence that was
fully accrued on January 31, 1918. (Letter to Mr. Levi Cooke, Wash
ington, D. C., signed by Acting Commissioner J. H. Callan, and dated
August 19, 1919.)
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Edited by Seymour Walton
(Assisted by H. A. Finney)
The issue of The Journal of Accountancy for May, 1919, contains a
very interesting article by William A. Paton on Some Phases of Capital
Stock, in which some deductions are made with which this department
cannot entirely agree.
Discount on Capital Stock
Mr. Paton makes the claim that when a corporation sells its stock at a
discount, it is a misnomer to call the discount an asset It does not need
any argument to show that he is right in this and also in his contention
that the discount really belongs to the proprietary and liability side of the
balance-sheet as a deduction from the capital stock item.
It is to the later treatment of the discount that we are inclined to
object. He says in discussing the disposition that should be made of the
discounts:
“If discounts are to be written off, then the concurrent charges must
be to current net income or accumulated income.
“But what is the effect of such accounting procedure? Writing off
discounts in this manner obscures two of the most important facts which
a balance-sheet should show: (1) original proprietary investment (includ
ing additions made subsequent to the period of organization) and (2) ac
cumulated earnings.
“Adams, in Railway Accounting, says:
“ ‘The fundamental balances to which all accounting records contribute
. . . are four in number, namely, the balance which measures the cost
of the property, the balance which measures net operating revenues, the
balance which measures the current surplus or deficit, and the balancesheet statement of accumulated profit or loss. . . . They are guides
for the judgment of the investor and a measure for those who desire to
know the degree of prosperity which has attended the operation of a
property. . . . The degree of confidence which may be placed in the
integrity of the four balances named is one of the accepted tests of sound
accounting.’
“Neither of these highly significant balances can be determined from a
financial statement if any stock discounts have been written off. As stated
above, when stocks are issued below par and par is retained as a balancesheet fact, the original investment can be determined only by deducting the
amount of the discount from the total par value of the outstanding capital
stock or, in other words, by reading the capital stock and discount on
stock accounts together. If a stock discount is eliminated by charges
against income the balance-sheet certainly does not show the amount of
the investment or the extent to which earnings have been retained in the
business. Total proprietorship is still correctly stated, it is true, but the
separation of the two important divisions of the proprietary equity is
not maintained.”
It appears to us that Mr. Paton has taken an entirely wrong view of
the functions of a balance-sheet. It is true as he says that “the primary
purpose of the balance-sheet in any case is to furnish essential informa-
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tion about the financial status of a business enterprise to the manager,
present and prospective stockholder, creditor and other interested parties,”
but it is not so clear that the elimination of stock discounts by charging
them off against surplus is a practice inconsistent with this purpose, as he
claims that it is. It is also true that the earning power of a concern is an
important item. The mistake that he makes is in the assumption that a
balance-sheet should show not only the financial status of a business, but
also how it reached the condition that is now set forth.
The truth of the matter is that a balance-sheet is an exhibit of the con
dition of a business at a specified date. It is a snap-shot of the business
as it is passing, and, like the photograph of a person, it tells nothing what
ever of past history except the present results.
To illustrate how little information is to be gained as to the past from
a study of the balance-sheet, let us assume that three companies A, B and
C start in the same kind of business on the same day, each of them with
a paid-in capital of $100,000.00. At the end of ten years their respective
balance-sheets show the following credit balances:
A
B
C
Capital stock
100,000.00
100,000.00
100,000.00

Surplus

15,000.00

25,000.00

120,000.00

According to Mr. Paton the information to be gained from these
balance-sheet figures is that C has been by far the most prosperous com
pany, while A has barely been able to hold its own. An examination of
the income statements of these companies will show that this deduction is
entirely wrong, for it will disclose the information that the net profits of
each of the companies have been the same for the period, namely $120,000.00, and that A has paid dividends of $105,000.00, that B has a paid-in
surplus of $25,000.00 and has paid out all its profits of $120,000.00 in divi
dends, and that C has paid no dividends at all. Absolutely the only in
formation to be obtained from the balance-sheets is that the book values
are respectively 115, 125 and 220 at the present moment.
A point which appears to be very important to Mr. Paton is the
necessity of preserving a record in all subsequent balance-sheets of the
amount of the original capital investment, but he does not state why this
necessity exists, nor how he would show original investment in the
present balance-sheet if the capital had been increased other than by the
accumulated surplus.
There are only two important points to be considered by either creditors
or stockholders, namely, the present condition of solvency as evidenced
by the proprietary accounts of capital and surplus and the prospect of the
Continuance of a favorable condition by the ability to earn profits to a
reasonably certain extent. No one statement will show both these points:
both the balance-sheet and the revenue statement are necessary.

303

The Journal of Accountancy
The charging off against surplus of the discount on stock does not affect
the value of the balance-sheet as an exhibit of present conditions. In the
example given by Mr. Paton, the two balance sheets are
120,000.00 Capital stock
100,000.00
Property
30,000.00 Surplus
50,000.00
Discount on Stock
150,000.00

150,000.00

If the discount items were now extinguished the statement would ap
pear as follows:
120,000.00 Capital stock
100,000.00
Property
Surplus
20,000.00
120,000.00

120,000.00

“Is this last statement a strictly legitimate balance-sheet? Would not
the stockholder who read this balance-sheet naturally conclude that the
original investment totaled $100,000, and that the company had accumulated
profits to the extent of $20,000 when, as a matter of fact the original
investment was only $70,000 and earnings retained in the business amounted
to $50,000”?
The answer is that the stockholders would have no warrant to come to
any such conclusion. As far as the balance-sheet is concerned the facts
may have been that the original investment was only $50,000 fully paid in
and that profits had been accumulated to the extent of $70,000, out of
which a stock dividend of $50,000 had been declared. There are no end
of other conclusions that might be made. The plain fact is that both
balance-sheets give all the information that is possible to that form of
statement The only difference is that one gives the present proprietary
interest as 100,000 — 30,000 + 50,000 and the other expresses it as 100,000
+ 20,000. In either event, to find out how the $50,000 or the $20,000 is
reached will necessitate a scrutiny of the surplus statement in order to
ascertain whether any dividends have been paid or extraneous profits or
losses have been made, since it is only operating profit that determines
the actual earning power.
This is not a matter of merely academic value: it may seriously affect
the interests of the stockholder in those states which make the holder
liable to creditors for the discount on stock that has never been paid up
in full.
An Illinois instance of this occurred in the case of a bicycle manu
facturing company, a number of years ago. At the beginning of the big
boom in that business a wealthy man was induced to buy a large block
of original (not treasury) stock at a heavy discount. During the first
two years the concern made unquestioned profits, out of which in addition
to large cash dividends the directors declared a special dividend which
extinguished the discount on stock account by a debit to surplus and a
credit to discount on stock. When the tremendous slump occurred in the
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bicycle business the concern lost so heavily that it could not pay its
creditors, who sued the wealthy man for the amount of the discount that
had been given him on his stock. They lost the suit, because it was easily
proved that the discount had been charged off against a surplus that was
a real one and that therefore the stock had been fully paid up out of
earnings. It would have cost this man a good many thousand dollars
if the directors had taken the other view of a balance-sheet.
This point will be made clear if we refer again to the two balancesheets quoted. In the second one the capital stock appears as $100,000
fully paid up and the surplus as $20,000. Assuming that the surplus is
genuine, the stockholders are now relieved of their liability to creditors
for $30,000. If at this point the business goes to smash and there are
losses aggregating $135,000, the stockholders will lose their investment but
will not have to pay any more. If the entry had not been made by
which the discount was extinguished and the stock thereby paid up, the
first balance-sheet would be the correct one, showing a credit to surplus
of $50,000 and a debit to discount on stock of $30,000. Charging off the
loss of $135,000 will extinguish the surplus and will reduce the capital
account to $15,000. It is too late now for the stockholders to claim that
the stock had really been paid up at the time of the first balance-sheet
quoted. They can console themselves with the thought that they have con
tinued to show on the balance-sheets the original condition of the stock,
but it is doubtful whether they would consider that this piece of useless
information was worth quite as much as the $15,000 that they are now
called upon to contribute, because they did not take the profits when
they had the right to do so.

Treasury Stock
In his treatment of treasury stock Mr. Paton seems also to have over
looked some essential features. He correctly states that when treasury
stock is acquired “the corporation has come into possession of its own
stock, and this stock instead of being an asset is virtually a deduction
from the outstanding capital stock, whether formally retired or not”
This condition is acknowledged by all good accountants who do not list
treasury stock as an asset in the balance-sheet, but deduct its par value
from the total capital stock, carrying out the net stock as the outstanding
amount. If the acquired stock is cancelled the amount is actually charged
against the capital stock account and the outstanding stock is shown as
a single balance, not as the net of two balances.
This is not the difference between Tweedledum and Tweedledee—it is
rather the distinction between life and death. Treasury stock is like a plant
that has been carefully removed from its usual position with its roots
still attached and covered with earth. For the time being it is inert and
has ceased to function as a plant, but it is not dead. It needs only proper
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treatment to become an active, living plant again. Cancelled stock is like
a plant that has been uprooted and left to die. It cannot be used again
but must be replaced by an entirely new plant.
It is this latent life that is the important point about treasury stock, as
well as the universally recognized advantage of its being available for
sale at a discount when necessary. A company that owns treasury stock
is in a position to increase its cash capital by selling the stock at once.
Of course it has the same privilege with unissued stock, and to that extent
there is no difference between treasury and unissued stock. If the stock
has been cancelled it will be necessary to take the proper legal steps to in
crease the capital, if it is desired to replace it—a procedure which takes
time and costs money.
It is when it is necessary to sell stock at a discount that the distinction
between treasury stock and unissued original stock becomes important.
In many states the transfer of property, especially mining claims, is
recognized as giving full value for all the stock issued therefor. Having
once been paid in full, this stock when acquired in the treasury may be
sold at a discount without imposing any liability upon the purchaser.
The truth of the matter seems to be that while it is wrong to call
treasury stock an actual asset, it is also wrong to treat it as being the
same as either unissued or cancelled stock. There does not seem to be
any possible objection to the practice followed by the best accountants of
showing treasury stock as a deduction from the total capitalization. In
the meantime it is temporarily carried on the books as a debit balance.
It is as legitimate to carry a deduction from a liability as a debit balance
as it is to carry a credit balance of reserve for depreciation, which is not
a liability, but a deduction from a fixed asset.
This covers another point brought up by the article. Treasury stock
must be carried at par. When a company pays $210,000 for stock of a
par value of $140,000, it has not acquired an asset of $210,000, but has
paid off two items of capital liability; $140,000 of capital stock and $70,000
of surplus. If the stock is ever re-issued it must be for its face amount
of $140,000, a record of which must therefore be kept, but the surplus
to be regained is not fixed. In fact the stock may be distributed at par
among the remaining stockholders as a stock dividend and the surplus
never be repaid. Therefore it is proper to charge off the $70,000 against
the surplus, while the $140,000 is retained on the books. If the stock is
sold to outside parties the amount realized above par would be credited
to surplus, whether it were more or less that $70,000.

Transactions Between Partner

and

Firm

The strange reluctance that many persons show to acknowledge that
a man may act in a dual capacity leads to some curious results when
applied to the relation that exists between a partner and the firm of
which he is a member. This is illustrated in the article entitled Trans
actions Between Partner and Firm in the Journal of Accountancy for
July, in dealing with the borrowing of $20,000 by partner B from the
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firm of A & B. It is stated that “if handled in the regular way the
amount of the note would be charged to notes receivable, as in the case
of a note made by an outsider.” To this we absolutely object. It must
be charged to an account such as “B note,” which will plainly designate its
character as a withdrawal for the time being of $20,000 of B's capital,
as the article correctly claims that it is. The reason for putting the
matter in the shape of a note instead of making a debit to B’s capital
account is not known to us. It may be that the firm does not at present
make 6 per cent. on its capital and is therefore willing to let some one have
the use of part of it for a year, when it will presumably be needed in
the business again. In any event it is immaterial from an accounting
standpoint whether the money is a loan to B or X, Y or Z. It is
important from the standpoint of the firm’s financial condition, and there
fore it is imperative that it be clearly shown that there has been a with
drawal of part of the firm’s capital, but that the withdrawal is for a
limited time only, since it is represented by a note that is presumably to
be repaid, instead of by a reduction of capital which may be permanent.
The article hints at this, but does not say that it is obligatory.
The point with which we take issue is the reasoning in regard to the
effect of the payment of interest by B. At the end of six months B
owes $600 interest. As it is not convenient for him to pay in cash, he
authorizes a charge to his capital account. The article then says:
“The concurrent credit in such a case is usually to the interest revenue
account, and if this procedure is followed the entries giving effect to this
agreement would be:
B capital.................................................................................. $600.00
Interest...............................................................................
$600.00
“The credit to interest is ostensibly a revenue item, but a careful exami
nation of the case discloses the fact that no revenue whatever is involved
and that the essence of this transaction is simply an adjustment between
the two partners. This can perhaps be best shown by an examination of
hypothetical balance-sheets as affected by this transaction alone.
“Let us assume that the balance-sheet just after B borrows the sum of
$20,000 stands as follows:
Various assets .................... $60,000 A, capital............................ $40,000
Loan to B............................. 20,000
B, capital............................ 40,000
$80,000
$80,000
“Ignoring all other possible transactions, and assuming that A and B
share income in proportion to respective investments, the item of interest
revenue recognized in the above entries might now be divided and credited
to the partners’ capital accounts. The entries would be:
Interest .................................................................................. $600.00
A, capital ........................................................................
$300.00
B, capital ........................................................................
300.00
“The balance-sheet, as affected only by these entries, would now appear
as follows:
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Various assets .................... $60,000
Loan to B........................... 20,000

A, capital.............................. $40,300
B, capital............................ 39,700

$80,000
$80,000
“A comparison of the two balance-sheets shows very clearly that no
revenue whatever has been realized since asset and equity totals remain
unchanged. The introduction of the interest account is evidently a bit
of formal procedure which has nothing to do with actual income. The
net effect of the whole transaction is an adjustment between the partners:
an item of B’s equity, $300, is transferred to A’s capital account. Total
proprietorship, however, is not affected, and hence no profit has been
realized. B’s equity has declined and A’s equity shows a corresponding
increase; the partnership as an enterprise, however, has neither suffered
a loss nor realized a gain. The debit and credit entries to the interest
account might indeed have been omitted; and in this case the transaction
would be recorded as follows:
B, capital ................................................................................ $600.00
A, capital ........................................................................
$300.00
B, capital ........................................................................
300.00
or simply,
B, capital ....................................................................... $300.00
$300.00
A, capital ................................................................
*

*

*

*

It cannot be too strongly emphasized that a comparison of two balancesheets does not show anything whatever in regard to the intermediate
profit or loss. If it did, there would be proof of a loss of $600 if A had
withdrawn that much of his capital to offset the amount withdrawn by
B. The comparison as given above would also show that “no revenue
whatever had been realized,” if the firm had made net profits of $10,000
of which A had withdrawn $4,700 and B in one way or another had taken
out $5,300. It would also show the same lack of revenue if the loan of
$20,000 had not been made to B, but to an outsider X who had paid the
interest in cash and B had withdrawn $600, which was charged to his
capital account.
It might appear as if this latter condition could be paralleled by the
simple expedient of having B pay his interest in cash, even if he after
wards withdrew $600 of his capital in money. But our author will not
allow this, for he says, assuming that B did not withdraw anything:
“Even if B had actually paid in cash the amount of the interest due
$600, at the end of six months, it is doubtful if this should be considered
a revenue transaction from the point of view of the partnership. Cer
tainly such a transaction has no reference to earnings or operation in the
usual sense. There is, in this case, an actual increase in total assets; but
if the concurrent credit is made to interest this means that the partner
ship has actually earned $600, and since B has a half interest in all income
the amount of $300 must ultimately find its way to his capital account as
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a credit. As far as B is concerned, then, the amount of $300 is virtually
transferred from one pocket to another—from outside interests to the
partnership—and really represents new investment. A has actually earned
$300, however, as a result of permitting $10,000 of his funds to be used
by B for six months. But has the partnership as an enterprise earned
anything ?
“The foregoing brief discussion would seem at least to indicate that
there is good reason for viewing all transactions between partner and
partnership as of a distinct type, and that to avoid misconceptions all
such transactions might well be handled through special accounts.”
This shows the curious results that follow from the unwillingness to
allow B, the borrower, to have a status independent of B, the partner.
There does not seem to be the same objection to having cash perform
two functions. The half of the $600 which goes to A is revenue, but
the other half of the same sum is new investment for B. Again, B per
sonally pays $600 interest, of which our author says that A received $300
as a result of permitting B to use $10,000 of A’s funds. This is not
strictly true, because B borrowed $20,000 from the firm, not $10,000 from
each of two partners, as we will show later. But allowing the point for
the time being, it must be conceded that B paid the other $300 to some
one for the use of the other $10,000. If not, what did he pay it for?
The fact that $10,000 of B’s money was lent to some one entitles B to
the interest on it. That B pays $600 out of one pocket and receives $300
in another pocket does not prove anything except that the two pockets
represent two entirely different personalities from an accounting stand
point. B, as a partner, is deprived of the use of his share of the $20,000;
he is in exactly the same position as A, and he is equally entitled to a
recompense. That he has to get it out of his own payment of interest
does not change the situation.
That B did not borrow $10,000 from each of the two partners would
be clear if the division of profits were on the basis of A 60 per cent. and
B 40 per cent. In that case A would receive $360 and B only $240, which
means that B was obliged to pay A interest at the rate of 7.2 per cent.
but received only 4.8 per cent. on his own half.
Let us take an analogous case. B is a contractor who uses a large
amount of the material dealt in by the firm of A & B, of which he is
an equal partner. He carries out a contract on which he makes $25,000.
On the material which he bought from A & B the firm makes a profit
of $10,000. Everybody agrees that A is entitled to $5,000 as a profit of
the firm, but those who agree with our author claim that B could not
have also made the same profit, because he was himself the source from
which the profit came. Or if one does not so claim, he should, to be
consistent. What is B to do? He knows that he has received from the
firm $5,000 in money or credit that he did not put into it. His common
sense tells him that as a member of the firm he has made that much
profit in spite of the fact that he as a contractor was the cause of the
profit, but he is told that common-sense is not recognized as a guide by
some accountants and that he must open a special account for the $5,000.
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After due deliberation he decides to credit the amount to an account
called "manna,” on the ground that it must have dropped from heaven,
since there appears no earthly way of accounting for it.
Everyone recognizes the fact that a person who deals with a corporation
in which he holds stock is acting in a dual capacity, but there are too
many who cannot see that the same principle holds good in the case of
a person and the firm in which he is a partner.*

A Good Suggestion
Editor, Students’ Department:
Sir: The writer a few days ago started to index The Journal of
Accountancy since Volume 1, No. 1, and has a suggestion to offer fellow
students. Let them do likewise, and I venture to state that they will not
complete an index without having virtually been forced to stop “by the
wayside” as it were, to read various interesting and timely articles. A
student will come across articles and hints that he did not dream existed
in these valuable volumes. Try it.
Yours very truly,
W. O. Hoag.
Miles City, Montana.
This is an excellent idea. In making such an index it is better to err
on the safe side by listing every subject discussed, although not the main
subject of an article. In fact the subsidiary subjects are the most im
portant ones to be noted, since the main subjects can be found without
much trouble in the indexes in each volume.
A card index is the best, because it can be added to indefinitely. The
same card can be used for all the references to any one subject. Even
if a person does not possess all the volumes such an index would be
valuable. With even a few volumes it is often difficult to trace some
article, still more some portion of an article, which one may wish to
consult.
Stock Not Fully Paid
Editor, Students’ Department:
Sir : Will you kindly define “stockholder.” In other words, is a person
a stockholder from the date of subscription or from the date when stock
certificate is issued?
Is a stockholder entitled to dividends on the par value of his stock
accrued from the date of subscription, or is he only entitled to such divi
dends from the date when the stock is fully paid?
Is it legal for directors of a corporation to pay dividends, or to allow
them to accrue to subscribers on the par value of the stock subscribed
for but not fully paid?
There is no Missouri statute covering this point.
Yours very truly,
Kansas City, Missouri.
J. C. M.
A stockholder is a person who owns an undivided equity in the net
assets and profits of an incorporated company. At the date of his sub
scription he merely acquires the right to become a stockholder. He be* The above was written before the correspondence in regard to the stock dis
count appeared, but was crowded out by the discussion of the examination questions.
It is published now to put us on record, although to a certain extent it duplicates
Mr. Boyle’s letter.—Editor, Students’ Department.
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comes a stockholder when he has made any payments called for by terms
of subscription. These terms may deprive him of his right to vote if he is
in arrears, and may even forfeit what he has already paid, if he con
tinues in default after due notice.
A person is not a full stockholder until he has paid for all his stock.
Title to the stock consists of the credit on the stock ledger. The stock
certificate is the receipt for that credit, and is not the stock itself. A per
son may own stock without having a certificate.
A dividend must be voted by the directors before any one has a right
to it. Then it depends on conditions. If all the stock is being paid in
instalments, the dividend may be made payable on the par value or on
the amount paid by each one, and it may be paid in cash or may be ap
plied on the unpaid instalments. Or the directors may declare a dividend
payable only to those who are not in arrears.
There are so many different conditions governing the dividends as
determined by the board of directors that it is impossible to note them all.

Interest as an Element of Cost
Editor, Students’ Department:
Sir: I would appreciate very much your opinion on the following:
A firm I am interested in conducts chain stores (retail) and when pur
chasing stock and fixtures for them, gives notes in payment. It also
purchases the real estate and building in most cases, giving notes in part
payment, which sometimes extend over a period of 5 years.
The question at issue is: Should the interest on these notes, which is
paid at the same time each note matures and is taken up, be charged to
interest account as an operating expense, or be properly charged to cost
of merchandise, store equipment and fixtures and real estate and buildings
accounts ?
Very truly yours,
E. G.
The only way in which interest could be legitimately charged to the
value of any articles mentioned would be to prove that the articles were
more valuable because they were paid for with notes that bore interests
than they would have been if they had been bought for cash. Of course,
this is an untenable proposition.
In any event, interest is not an operating expense. Only those items
are operating expenses which are necessities of the business. A concern
with sufficient capital need not pay interest, therefore interest is caused
by lack of capital, not by operating processes. After operating profit is
ascertained, interest is deducted as a financial expense.
Future Value of Real Estate
Editor, Students’ Department:
Sir: A manufacturing corporation carries on its books at the present
time land at $75,000 and buildings at $250,000. The location is unsuited
to the company’s present and apparently immediate future needs. A large
tract of land has been acquired and modern buildings are now being
erected thereon to house new equipment. The company has an oppor
tunity at the present time to dispose of the old buildings and the ground
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they occupy for $150,000 in cash and occupy the building for another ten
years at an annual rental not to exceed ten per centum of the selling
price plus the maintenance charges.
The company is sound financially and prosperous to the extent that a
large portion of its earnings would be taxed at the highest rates of income
and excess profits taxes. The management is divided as to which is the
better plan, to sell now and sustain a loss of $75,000 or keep the prop
erty for a period of ten years and then try to dispose of it.
Assuming that the property could be disposed of at the end of ten
years at its present book value, less the usual depreciation charge on the
buildings, which would be the better plan: sell now for $150,000 in cash
and pay rent or sell at the end of ten years at the figure above stated?
The writer has been asked to draw up a brief statement of both
propositions and has done so from his point of view. I would be ex
tremely grateful, however, if you would inform me either through the
next issue of your Journal or by direct reply of the correct solution from
your point of view.
Yours truly,
T. W. L.
There are several elements in the question submitted about which no
information is given, that would affect the answer. Some of them are:
Is the proposed rental a fair one, or is it more or less than the prop
erty ought to yield?
Can the company use the old plan advantageously, in view of the fact
that it is building a new factory?
If not, can it rent the property at the same rate it pays or at a higher
rate?
Is the valuation of $250,000 placed on the buildings cost or has adequate
depreciation been charged off?
What rate of depreciation is to be allowed on the buildings for the
ten years?
Supposing that the rental is a fair one, and that the company can use
the property, there would be no gain or loss in holding the property. If
the rate of depreciation on the buildings is 5 per cent. on the diminish
ing value, the buildings would be carried at $149,684.24 at the end of ten
years. The depreciation of $100,315.76 is not a loss. It is an expense for
rent, being presumably included in the word “maintenance.” If not so
included, it should be added before answer is made as to the fairness of
the rental.
Adding the land at $75,000 to the depreciated value of the buildings,
$149,684.24, the amount realizable at the end of ten years would be $224,684.24.
The problem then resolves itself into deciding whether it is better to
have $150,000 now or $224,684.24 at the end of ten years. This cannot
be definitely answered, unless we know what rate of interest can be realized
by present cash, if it is accepted, or what rate the company itself will
allow, if the $150,000 is credited to property reserve and is credited with
interest yearly on the increasing balance, the land and buildings accounts
remaining as they are, less depreciation.
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If interest on the reserve is at 5 per cent, the reserve or the invested
funds at the end of 10 years will amount to $244,334.25. If the interest
is 4 per cent., the accumulation will yield $222,036.60. In one case there is
a profit of $19,650.01 and in the other a loss of $2,647.64.
As there is no certainty that the property can be sold at the end of ten
years, and as the results of the lump sum if invested in Liberty loan 4¼
per cents are certain, I should advise the acceptance of the $150,000 pro
vided the answer to the questions asked do not disclose conditions that
would change the calculations.
At the same time it must be remembered that the question of future real
estate values is one that must be left to individual judgment. No one can
be positive about the future of such property.
Depreciation Reserve in Sale of Factory
Editor, Students’ Department:
Sir : Will you kindly give me some information regarding the following
transactions ?
The company by which I am employed ( we will call it the Jones Com
pany of Illinois) has bought out a factory in the state of New York (the
Jones Company of New York), which is a separate corporation entirely,
although the stockholders of both companies are the same.
The books of the New York company have been turned over to me to
close. The plant and equipment account is shown on the New York books
at $47,320.27, and in the sale to the Illinois company, the price is shown
as $31,349.69.
I have made the following entry to cover this.
Jones Company of Illinois, d.
$31,349.69
To sundry gains
31,349.69
Sundry losses, dr.
47,320.27
To plan and equipmentaccount
47,320.27
Is the above correct?
Two years’ depreciation have been entered on the New York books,
$4,732.02 having been credited to depreciation reserve.
In closing the books, I have been also charged depreciation (which on
the books in question is thrown directly into profit and loss) for onethird of a year, as the sale is dated as of April 30th, and I have credited
depreciation reserve with $788.67.
Should any more depreciation reserve than for the two years and four
months be entered?
It has been suggested to me that the depreciation reserve account must
balance the plant and equipment account. If this is the case, should a
further entry be made to make the balance of the depreciation reserve
$47,320.27, the full amount of the original plant and equipment account?
When the proper entries have been made for the depreciation reserve,
all the accounts will be closed on the New York books except the following:
Depreciation reserve.
Capital stock
Undivided profits
Jones Company of Illinois.
The accounts will be transferred to our general officers to take care of on
their private ledger.
Will you kindly advise me what is the final disposition of the deprecia
tion reserve account when a business is closed out entirely?
I have tried to find the information desired in the text-books at my
command, but none of them seems quite to fit the case. If this informa-

313

The Journal of Accountancy
tion is outside the jurisdiction of your department, perhaps you will be
kind enough to refer me to some text-book which will help me.
Very truly yours,
M. C. C.
You have made an error in stating the plant and equipment account as
shown on the books. The value on those books was not $47,320.27 but
$42,588.25. The depreciation reserve of $4,732.02 should have been charged
and plant and equipment credited before any entry transferring the latter
account was made. You have left the reserve account on the New York
books without any excuse for its existence, since there is no asset to which
it applies. An account of reserve for depreciation is only the credit side
of the asset account, kept in a separate account for convenience, so that
original cost may not be lost sight of. In view of the sale, there was
no occasion for the entry of $788.67. If it is left as made, the value of the
plant and equipment is reduced to $41,799.58.
You say that the Illinois company bought the New York factory. This
is too indefinite a statement. As the New York books are to be closed,
you may mean closed out, winding up the New York company, or only
closed as to profit and loss. As you say that the stockholders of the two
companies are the same, it is to be presumed that the Illinois company
bought the New York company—that is, the stock of that company which
still continues to exist. This is indicated also by the list of accounts still
open on the New York books.
The entries for the sale of the factory mean that the Illinois company
made a present of $31,349.69 to the New York company and that the
latter company wrote off its plant and equipment as a loss of $47,320.27 in
spite of the fact that $5,520.69 had already been written off.
The proper entries would have been:
$31,349.69
Jones Co. of Illinois
$31,349.69'
Plant and equipment
To record sale to Illinois company as per
minutes of directors on................1919.
$5,520.69
Reserve for depreciation
$5,520.69
Plant and equipment
To bring latter account to its real balance
$10,449.89
Undivided profits (should be surplus)
$10,449.89*
Plant and equipment
To write off loss on sale of plant.
We do not know what other entries there may be, because we do not
know what was done. The above apply only in case the factory was bought,
but they do not show any payment for it.
If, when you say that the depreciation reserve should balance the plant
and equipment account, you mean that it should be the same amount, you
are wrong. This would not be the case until the physical deterioration of
the plant was equal to its total value—in other words, until the plant was
all gone. Those who made the suggestion probably meant what we have
said, that the reserve was part of the plant and equipment account-
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NEW COLLECTION METHODS, by E. H. Gardner. Ronald Press
Company, New York. 467 pp.
A public accountant can hardly be expected to undertake the task of
installing a modern credit department, yet as his diagnosis of a moribund
business may indicate “poor collections” to be the chief cause of the
patient’s alarming condition the prescription of Mr. Gardner’s book, New
Collection Methods, might well be in order. As in medicine, the business
doctor may not always be able to work a cure but he can frequently
point out the way; after which it is up to the patient. All of which is to
say Mr. Gardner’s book is certainly worth a place in the public account
ant’s working library—if only to suggest ways of collecting his own bills.
The fact that the book is in its second edition indicates sufficiently
that it fills the need of a practical manual of procedure for the credit
man. Mainly it is descriptive of methods and forms used by some of
our most successful wholesalers and mail-order houses in making col
lections promptly and systematically. Ordinarily this would furnish dry
reading to those not interested in the subject, but Mr. Gardner has suc
ceeded in making it interesting to the general reader by his study of the
practical psychology underlying the various methods of prodding reluc
tant debtors.
The only consistent thing about human life apparently is its incon
sistency. Therefore, perhaps one should not be surprised by curious
contradictions one encounters in the book, such as the statement “to go
to a cash basis would set back the clock by centuries” (p. 26). The aim
of the credit department being to shorten the terms of credit as much
as possible, it would be logical to consider the cash basis as the ultimate
goal to be attained. If it is argued that the retailer should have a
reasonable time in which to turn over his stock, the obvious retort is that
he should have either sufficient working capital of his own to tide him
over or else look to the banks which are the proper purveyors of credit.
Again, after reading the praises of high moral standing and frankness in
commercial life, it jars a bit to note the instances of saying one thing
while meaning something entirely different as shown in some of the form
letters which Mr. Gardner quotes. This may be tact but it irresistibly
reminds one of the cynical definition of tact—“the ability to lie like a
diplomat.” Still, if business is competition and competition is but a form
of war, we must give the credit man his due for endeavoring in his field
to eliminate the frightfulness of the verbal bludgeon in favor of the more
skillful and no less deadly play of the rapier.
W. H. L.
NEW MODERN ILLUSTRATIVE BOOKKEEPING, by Charles F.
Rittenhouse, C. P. A. American Book Company, New York. 152 pp.
Modern Illustrative Bookkeeping is the best kind of elementary text
because it emphasizes principles and thus trains pupils to apply principles
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to unforeseen combinations of facts arising in practice. Bookkeeping is
not presented merely as a routine and taught through the medium of a
complete set of transactions. Principles are presented and are illustrated
by numerous examples. After a discussion of accounts and the ledger,
each usual book of original entry is considered in detail. The text con
tains forms of business documents and practical suggestions which cannot
fail to be of value to many bookkeepers after the completion of their
elementary course.
Harold Dudley Greeley.
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Following is the text of the Alabama law providing for the issuance
of certified public accountant certificates. The law was approved February
17, 1919.
An act

to regulate the practice of public accountancy by creating

A STATE BOARD OF PUBLIC ACCOUNTANCY, FIXING ITS FEES AND EMOLUMENTS,

TO PROHIBIT THE UNLAWFUL USE OF WORDS, LETTERS OR! OTHER MEANS OF

IDENTIFICATION BY UNAUTHORIZED PERSONS, AS CERTIFIED PUBLIC ACCOUN
TANTS UNDER THIS ACT, AND TO PROVIDE PENALTIES FOR THE VIOLATION OF
ITS PROVISIONS.

Be it enacted by the legislature of Alabama:
Section 1. That any citizen of the United States, residing or having
a place for the regular transaction of business in the state of Alabama,
being over the age of twenty-one years, of good moral character, and
who shall have received from the state board of public accountancy a
certificate of his qualifications to practise as an expert public accountant
as hereinafter provided, shall be styled or known as a certified public
accountant, and it shall be unlawful for any other person or persons to
assume such title or use any letters, abbreviations or words to indicate
that such a one using same is a certified public accountant.
Section 2. That within 60 days after the passage of this act, the
governor of the state of Alabama shall appoint three persons, one of
whom shall be a reputable attorney-at-law, the other two shall be skilled
in the practice of accounting and actively engaged therein in this state.
Said appointment shall be one for a term of two years, one for a term of
three years and one for a term of four years, said members to establish
and constitute the Alabama state board of public accountancy. At the
expiration of the term of any member of said board, the governor shall
appoint his successor to serve for a term of four years, or until such
time as his successor may be appointed and qualified. All vacancies
created by death, resignation or otherwise shall be filled by appointment
by the governor for the unexpired term. The members of the Alabama
state board of public accountancy, the first board excepted, shall be
appointed from the holders of certificates issued under and by virtue of
this act, except one member of said board shall be a reputable attorneyat-law. Within fifteen days after their appointment the members of said
board shall take an oath before any person lawfully authorized to ad
minister oaths in this state, to faithfully and impartially perform their
duties as members of said board, and the same shall be filed with the
secretary of state.
Section 3. That the Alabama state board of public accountancy is
hereby authorized and empowered to adopt a seal, to adopt and enforce
all necessary rules, regulations, by-laws and etc. to govern its proceedings
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and to regulate the mode of conducting examinations to be held under this
act, provided said examinations shall be held at least twice a year in the
city and county of Montgomery, state of Alabama. The examinations
shall cover a knowledge of the “theory of accounts,” “practical account
ing,” “auditing,” “commercial law as affecting accountancy,” and such
other branches of knowledge pertaining to accountancy as the board may
deem necessary to maintain the highest standard of proficiency in the
profession of public accounting. The board shall have power and authority
to issue certificates under the signature and the official seal of the board
as provided in this act, and the said board shall be required within 30
days after each examination to notify applicants who may have failed
therein, of such failure, in what branch or branches deficiency was found.
Section 4. That the Alabama state board of public accountancy shall
be authorized to charge each applicant for a certificate a fee not to exceed
the sum of $25.00, the same to be paid when the application is filed. Out
of the funds collected under this act shall be paid the expenses of the said
board, including mileage, hotel expenses and an amount not to exceed
$10.00 per day, for the time expended in conducting examinations and
issuing certificates, provided no expense incurred by said board shall
ever be charged against the funds of the state.
Section 5. That the Alabama state board of public accountancy may,
in its discretion, register any certified public accountant’s certificate issued
under the law of another state, and may issue to such certified public
accountant a certificate which shall entitle the holder to practise as such
public accountant and to use the abbreviation, “C.P.A.” in this state, pro
vided that the state issuing the original certificate grants similar privileges
to the certified public accountants of this state. The fee for registration
shall not exceed the sum of $25.00.
Section 6. That the Alabama state board of public accountancy may
waive the examination of any person possessing the qualifications men
tioned in section 1, of this act, first, who has been at least for five years
actively employed as an accountant, who shall apply in writing to the
board for such certificate, provided that said application shall be accom
panied by an affidavit before a notary public or a justice of the peace,
giving the name or names of the firms or corporation by whom he has
been employed for the past five years, and provided said application be
filed within six months after the passage of this act, and second, who has
practised for more than three consecutive years before the passage of
this act on his own account as a public accountant, and who shall apply
in writing to the board for such certificate within six months after the
passage of this act. A fee of not exceeding $25.00 shall be collected
for each certificate so issued.
Section 7. That the Alabama state board of public accountancy may
revoke any certificate issued under this act, or may cancel the registra
tion of any certificate registered under this act, for any unprofessional
conduct of the holder of such certificate, or for other sufficient cause,
provided that written notice shall have been mailed to the holder of such
certificate twenty days before any hearing thereon, stating the cause for
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such contemplated action and appointing a day for a full hearing thereon
by said board, and provided, further, that no certificate issued under this
act shall be revoked until such hearing shall have been heard.
Section 8. That if any person shall represent himself to the public
as having received a certificate as provided in this act, or shall assume
to practise as a certified public accountant, or use the abbreviations, C.P.A.
-or any similar words or letters to indicate that the person using the same
is a certified public accountant, without having received a registration
certificate as provided in this act, or if any person having received a cer
tificate as provided in this act, and having thereafter lost such certificate
by revocation as provided in section 7, thereof, shall continue to practise
as a certified public accountant, he shall be deemed guilty of a misde
meanor and upon conviction thereof shall be fined not less than $100.00
nor more than $500.00 and may be sentenced to hard labor for the county
in the discretion of the court, for not longer than six months.
Section 9. That all laws and parts of laws in conflict with the pro
visions of this act be and the same hereby are repealed.
Section 10. This act shall take effect upon its approval by the gov
ernor.

Washington State Board of Accountancy
The Washington State Board of Accountancy has organized as follows
for the current fiscal year: R. D. White, chairman; Alfred Lister, vicechairman; George Shedden, secretary-treasurer; William McAdam; E. J.
Miner.
G. Charter Harrison and Eric A. Camman announce the dissolution of
the partnership of G. Charter Harrison & Co. G. Charter Harrison will
continue in practice under his own name at 31 Nassau street, New York.
W. McK. Evans announces that Clarence O. Evans has become asso
ciated with him under the firm name of W. McK. Evans & Co., with
•offices in the Times-Dispatch building, Richmond, Virginia.

Webb, Read & Company and George A. Touche & Co. announce that
their practices in Canada have been amalgamated and will be carried on
in future under the firm name of George A. Touche & Co.
Erich W. Kath and W. E. Baughman announce the formation of a
partnership, under the firm name of Kath & Baughman, with offices at
1417 Schofield building, Cleveland, Ohio.

Wilson & Heye, Rochester, New York, announce the opening of offices
at 410 South Salina street, Syracuse, New York, and 3 East 44th street,
New York.
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Samuel Namson announces the formation of a partnership with
Frederick A. Young with offices in Higgins building, Los Angeles,
California.

J. W. Cufley & Co. have established connections in Philadelphia to be
known as Cufley, Browne & Company, with offices in the Penn Square
building.
MacHugh & Garretson announce the opening of offices in Hobart build
ing, San Francisco, and Syndicate building, Oakland, California.

Shannon, Reynolds & Bone announce the opening of an office at 504
Volunteer State Life building, Chattanooga, Tennessee.
Barrow, Wade, Guthrie and Co., New York, announce that E. Denison
Hilton has become a partner in the firm.

Daniel H. Bender announces the opening of offices at 136 South Six
teenth street, Philadelphia, Pennsylvania.

Arthur M. Flynn & Co. announce the opening of offices in Tacoma
building, Tacoma, Washington.
Caddie H. Kinard announces the opening of an office at 107 Main
street, El Dorado, Arkansas.

Smith, Brodie & Lunsford announce the opening of offices in Mayo
building, Tulsa, Oklahoma.
Joseph B. Cohan announces the opening of an office in Slater building,.
Worcester, Massachusetts.

R. A. Weston announces the opening of an office at 191 Church street,
New Haven, Connecticut.

Walter K. Smith announces the opening of an office in Masonic Temple,
Mobile, Alabama.
Mackay, Irons & Co. announce that J. C. Gray has been admitted to
the firm.
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